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ABSTRACT 

This hearing before the Committee on Banking, 
Houaing, and Urban Affairs, ac\dresses the implications of the 
anticipated failure of the Higher Education Assistance Foundation 
(HEAF) , the largest guarantor of student loans. HEAF's difficulties 
have affected Sallie Mae (Student Loan Marketing Association), and 
have raised general questions about the design of Federal Government 
guarantee programs which guarantee risks stemming from the behavior 
of a financial institution over which it has little or no control. 
Included in this document are remarks and prepared statements of 
Senators Riegle, Bryan, Kassebaum, Dixon, Garn, Pressler and Pell. 
Witnesses included T. Sanders, E. Stringer, and L. Oxendine of the 
U.S. Department of Education; F. Fraizier, J. J. Eglin, and C. C. 
Chrissman of the Human Resources Division of the U.S. General 
Accounting Office; and L. A. Hough, Student Loan Marketing 
Association. Additional material supplied for the record includes a 
statement of the Consumer Bankers Association, student financial 
assistant program reviews, a report on audits of financial 
statements, an index of financial statements, and a HEAF letter dated 
August 3, 1990, to Roberta B. Dunn, U.S. Department of Education. 
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IMPLICATIONS OF THE FAILURE OF THE 
HIGHER EDUCATION ASSISTANCE FOUNDATION 



FRIDAY, JULY 27, 1990 

U.S. Senate, 

Committee on Banking, Housing, and Urban Affairs, 

Washington, DC. 

The committee met at 2:22 p.m., in room SD-538 of the Dirksen 
Senate Office Building, Senator Donald W. Riegle, Jr. (chairman of 
the committee) presiding. 

Present: Senators Riegle, Dodd, Dixon, Bryan, Kassebaum, Pres- 
sler, and Pell. 

OPENING STATEMENT OF CHAIRMAN RIEGLE 

The Chairman. Let me welcome all those in attendance this 
afternoon. We're starting a little late because the Senate is in ses- 
sion on the farm bill and is voting. As a matter of fact, we just fin- 
ished a roll-call vote, and there may be others that might interrupt 
us this afternoon. 

This afternoon's hearing concerns the implications of the antici- 
pated failure of the largest guarantor of student loans, the Higher 
Education Assistance Foundation, known as HEAF. 

We will hear witnesses from the Department of Education, GAO, 
and Sallie Mae. And we are grateful for their willingness to come 
here in the midst of a very difficult situation. 

A large proportion of the loans guaranteed by HEAF have de- 
faulted, and a continuing heavy flow of defaults is expected. Be- 
cause guarantors with bad losses records receive only partial reim- 
bursement from the Education Department, the loan defaults have 
led to loss at HEAF, which at some point will be unable to meet its 
obligations to reimburse banks and their lenders for these losses. 

HEAF's failure has raided concerns among banks about whether 
all of their losses will ultimately Ixj covered. If banks do not have 
confidence that someone will reimburse them, they may be reluc- 
tant to make new loans. 

Concern has also been raised about Sallie Mae's exposure to 
HEAF. Since reports about HEAF's problems became public, Sallie 
Mae stock has declined 13 percent, and news of HEAF's problems 
was cited by the Washington Post as a factor in the 106-point stock 
market plunge early on Monday. 

While these developments are serious in their own right, HEAF's 
failure raises perhaps even more troubling concerns about tho 
design of Federal Government guarantee programs. 

(1) 
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In too many cases, including deposit insurance, the Farmers 
Home Administration, the Federal Housing Administration, and 
the Guaranteed Student Loan Program-to just name a few—losses 
on Federal guarantees have a tendency to mount up well past 
levels that were earlier envisioned by even the most pessimistic 

^'^LrTthe case of student loans, we are now losing money because of 
defaults at the rate of about $2.3 billion a year. And the number is 
rising despite a series of legislative and administrative changes in 
recent years intended to reverse this trend. 

The HEAF failure may add to the Governments losses. Unce 
again it appears that the Federal Government has explicitly or im- 
plicitly guaranteed risks stemming from the behavior of financial 
institutions over which it has little or no control. 

In the case of S&L's, we let State chartering agencies expand 
thrift powers in dangerous areas while we maintained Federal de- 
posit insurance. Risk involving Government sponsored enterprises, 
GSE's as we call them, with nearly a trillion dollars of implicitly 
guaranteed liabilities is another area that this committee has been 
examining very carefully. r . ^ 

Though most GSE's are currently prospering, safety and sound- 
ness regulation has been lax in the past and Government losses 

have occurred at one GSE. „ , t r> 

Guarantors are critical elements of the Student Loan Prograni. 
Lenders rely heavily on their performance in processing and 
making payment on claims. Yet, there doesn't seem to be an ade- 
quate mechanism in place for the Federal Government to require 
sufficient capital or to step in more directly in the event of insol- 

v6ncy. J. 

Not only does this place us in the position of possibly needing to 
cover losses beyond what the program was designed to cover, but it 
may also complicate the task of resolving the problem quickly and 

efficiently. . . .. 

I want to say at the outset that I realize some sensitive negotia- 
tions are going on. It is not the intention of this committee hearing 
today to in any way interrupt or interfere with those kinds of im- 
portant negotiations. m , o j 

Today, on our witness list, we will be hearing from Ted banders, 
who is the Under Secretary of the Department of Education. He 
will be accomoanied by the general counsel from that Department. 

Then, by Franklin Frazier, who will be here speaking for the 
General Accounting Office, with persons accompanying him. 

And finally, Lawrence Hough, who is the president and chief ex- 
ecutive officer of the Student Loan Marketing Association. 

Let me invite Mr. Sanders and whoever he has accompanying 
him to come to the table at this time. 

I yield to Senator Bryan. 

OPENING STATEMENT OF SENATOR BRYAN 
Senator Bryan. Mr. Chairman, thank you very much. I think it's 
timely and very appropriate for you to have convened this hearing. 
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I'd like to make a couple of observations generally that do not 
bear strictly in point with the issue today, but does at least reflect 
a concern that I have about the Student Loan Programs generally. 

I'm a very strong advocate of this program. Having had three 
youngsters who were all at the university at the same time togeth- 
er, and my former neighbor, Mr. Sanders, Nevada, and his young- 
sters are friends of my children. I understand that for many fami- 
lies it is the only way in which they can afford to provide higher 
education. 

I think that's in the best interests of the individual. I also 
happen to think that the Nation benefits as a consequence. 

I must say that 1 am deeply troubled, however, with the adminis- 
tration of some of these programs. I know as a former Governor 
the WICHE program in our own State, we had some $300,000- 
$400,000 in default, largely through the failure to aggressively col- 
lect those loans. 

As a matter of fact, I indicated as Governor that I would release 
the names of all those who had defaulted. And I can tell you, 
within a week, 90 percent of those individuals had gotten on a re- 
payment program. ^ 

Now, I realize the WICHE program is different from what we re 
talking about this morning. But, it seems to me that we have an 
obligation to the American taxpayer to insist upon repayment. And 
that we ought to be vigorous about it. 

There are circumstances of mitigation, I'm sure, where illness or 
family matters make it extremely difficult. But, the entire pro- 
gram, it seems to me, is jeopardized as a result of failure to insist 
upon. 

I'm also aware of another aspect of the program that does trou- 
ble me greatly. And that is the abuse that presently exists with re- 
spect to this. I know firsthand of instances where student loan pro- 
grams have been used to invest in the stock market. 

I know of another instance in which it was used to buy an expen- 
sive new automobile, fhat was certainly not its purpose. 

I'm frankly offended by that. And I would simply give to those 
who are here in this audience today, who share an interest and 
belief that these loan programs are vitally important to provide 
educational opportunities for so many families because of the enor- 
mous increase in the cost of higher education, that these kinds of 
abuses are the very sorts of things that cause these programs tc je 
viewed skeptically and also make them vulnerable to congressional 
response. 

Mr. Chairman, I thank you very much. 
The Chairman. Thank you, Senator Bryan. 
Senator Kassebaum. 

Senator Kassebaum. Thank you, Mr. Chairman. 
I'd like to ask first that my full statement be made a part of the 
record. 

The Chairman. Without objection, we will make it a part of the 
record. 
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OPENING STATEMENT OF SENATOR KASSEBAUM 

Senator Kassebaum. And just express my appreciation for your 
holding the hearing. We will be in the Education Subcommittee 
holding a hearing next week to further explore this. 

I think that all of us gathered here today to recognise the impor- 
tance of the Student Loan Programs and what the Federal Student 
Loan Program has done to open access to higher education. 

I think it's had an enormously important function. This hearing, 
in particular, of course is to address the concerns about the finan- 
cial stability of the Higher Education Assistance Foundation and 
what impact, if any, the failure of the nation's largest guaranty 
agency will have on the banking and the student aid system. 

I personally believe, Mr. Chairman, that, one, it's not going to be 
a bailout, as some have termed it; that the strength of the financial 
student aid system is going to lemain sound. The Secretary of Edu- 
cation has spoken to that effect. 

And I think it's important as we begin to approach the height of 
the student loan season that this be made perfectly clear because it 
is of concern to students who are making applications now wonder- 
ing what the process will entail. 

So I hope that the hearing today will reassure everyone that the 
Student Loan Programs will continue to exist and function effec- 
tively to serve its purpose of helping students get a postsecondary 
education. 

I would just like to make a comment a bit on the comments of 
the Senator from Nevada. 

I think that his observation regarding what has happened to 
some of the student loans is one that we frequently see. 

I would also say that I think some of the guaranty agencies have 
been placed in a difficult position by being asked to guaranty loans 
and yet by also a large number of clients, so to speak, that have 
not assumed some of the responsibilities that they must assume. 

I'm thinking of some of the schools that have abused their re- 
sponsibility in making sure that the soundness of their program is 
going to be one that students can gain from and by the fact of 
having participated in that program can repay on their student 
loans. 

And if there is anything that I hope will come out of this particu- 
lar incident, which I'm confident will be addressed and be ad- 
dressed in a way that's going to strengthen and reassure everyone 
that the system is sound, it will be to look at the whole of the 
future, where we are going with the Student Loan Programs. 

And I think, for that reason, Mr. Chairman, this is a very impor- 
tant hearing, as I'm sure future hearings will be. And our atten- 
tion certainly has been focused now on what I think could have 
been a growing problem if it weren't addressed. 

[The complete prepared statement of Senator Kassebaum 
follows:] 

Prepared Statement of Senator Kassebaum 

Mr. Chairman, everyone in this room recognizes the importance of the Federal 
student financial aid programs and what opportunities thece programs have been 
able to offer to individuals who might not otherwise enjoy them. To throw out num- 
bers, between 1970 and 1980. enrollments in higher education institutions increased 
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41 percent— from 8.5 million to over 12 million students. I think ve can say that the 
Feoeral objective of increasing access was successful. 

The hearing before the Banking Committee toda.y addresses concerns about the 
financial stability of the Higher Education Assistance Foundation (HEAF) and what 
impact, if any, the failure of our Nation's largest guarantee agency will have on the 
banking and the student-aid systems. . • i.u «u -i 

I would like to take a minute to reassure everyone that this is not another pan- 
out" as some have tried to term it. Rather, a national guarantor who was experienc- 
ing difficulty meeting their financial obligations sought assistance from others in- 
cluding the advice of the Federal Government. 

Undue media attention has in effect destroyed the possibility of an early solution. 
The exposition of HEAF's problems has sent rumors flying through both the bank- 
ing and student-aid communities. The Department of Education, to their credit, has 
tried to ensure a sense of calm among all the players in the student loan communi- 
ty—particularly the students. 

We are nearing the height of the "student loan season. Individuals preparing to 
enter school in the fall are starting to flood the offices of banks and school financial- 
aid offices with applications for Federal student loans. These students are being out 
at risk by the rumors and leaks that have flowed like water through a sieve to the 
media I hope that this hear:7g today will reassure everyone that the p.tudent loan 
program will continue to exist and function effectively— to serve its purpose of help- 
ing students get a postsecondary education. 

I am aware that the Department is undergoing intense and very sensitive negotia- 
tions with HEAF and other entities. I have been told that, as soon as an agreement 
is reached, we will be notified. The Department is aware of the immediacy of this 
issue, and I am confident that negotiators will reach a decision in the near future 
putting this all to rest. . . j . r i 

Sallie Mae will also testify before the committee today. As many of you know, 
Sallie Mae is a government-sponsored enterprise originally created by the F^eral 
Government to allocate credit to borrowers of the economy. In the case of Sallie 

Mae, these borrowers are students. 

Sallie Mae has continually strengthened its position in the business and student 
loan communities. They are currently a New York Stock Exchange corporation with 
more than $35 billion in assets and a AAA bond rating. They own close to 30 per- 
cent of all federally guaranteed student loans outstanding today—all of which are 
collateralized. HEAF is the guarantor for a portion of Sallie Mae s loans. However, 
it is my understanding that the large majority of these loans is in repayment and 
therefore can be expected to complete payments with a low percentage defaulting. 

In the 17 years since Sallie Mae was established, it has provided over $40 billion 
in funds and commitments for educational loans. In education terms, this means 
more than 17 million student loans and several million students have been given 
the opportunity to pursue the American dream of a college education. It was once 
said that "Education has in America's whole history been the major hope for im- 
proving the individual and society." I would remind everyone to remember this 
thought as we press forward today. . . . ■ ^u- 

The Subcommittee on Education is planning to hold an oversight hearing on this 
issue next Friday. Both Senator Pell and I have be«n following this issue very close- 
ly I am confident that the Department will have finalized their negotiations with 
HEAF and the other entities by next Friday and will be able to discuss this prob- 
lem The subcommittee was planning to review the role of guarantee agencies the 
Federal student loan program, and what to do in the evert that a guarantor failed, 
as part of the reauthorization of the Higher Education Ac\ next year. This incident 
has accelerated these plans a bit. I believe I also speak for Senator Pell when I say 
that it is our foremost objective to ensure the continued viaiility of the Federal stu- 
dent loan program and assure access to Federal student loans. 

The Chairman. Very good. Thank you, Senator Kasoebaum. 

As you properly note, this, like so many issues here, is an issue 
that cuts across committee lines and the Education Committee has 
a very important role to play in this and has over a long period of 
time. Our effort here is to try to understand the financial implica- 

^^Twant to particularly welcome Senator Pell here today. I'm de- 
lighted that he is with us because he is truly one of the great na- 
tional leaders on the issue of educational opportunity. Let me 
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invite you to make any comment that you might want to make at 
this time. 

Senator Pell. Thank you very much, indeed, Mr. Chairman, for 
your hospitality in permitting me to be here. I wanted to be here 
together with the ranking minority member of our subcommittee, 
Senator Kassebaum, myself, have an mterest in the educational 
side as well. 

I'm basically here to listen, learn. At our own subcommittee, we 
will be having a similar hearing next Friday at 10 o'clock, at which 
point I hope to use the knowledge I will have gained from this 
hearing to ask more intelligent questions than might be otherwise 
the case. [Laughter.] 

The Chairman. Very good. 

Senator Dixon. 

Senator Dixon. Mr. Chairman, I congratulate you upon having 
this hearing, and I'll place my statement in the record in the inter- 
est of time. 

I thank you, Mr. Chairman. 

The Chairman. Very good. We'll make your statement a part of 
the record. I also have a statement from Senator Garn. 
[The opening statement of Senator Dixon follows:] 

Opening Statement of Senator Dixon 

Senator Dixon. Mr. Chairman, this afternoon the Senate Banking Committee con- 
tinues its oversight of issues related to Government sponsored enterprises. 

Late labt week the Education Department reported that one of the two largest pri- 
vate guarantors of student loans Higher Education Assistance Foundation [HEAF], 
may be insolvent. I respect the chairman for organizing a hearing so quickly and 
hope that this ':iquiry will be productive. 

We do need answers to a variety of questions. How serious is the situation? Is this 
expected insolvency Icoalized to one nonprofit institution? Is the Education Depart- 
ment taking steps to minimize direct and indirect risks to the Federal Treasury? 
What are the implications of HEAF s situation for Sallie Mae and for banks which 
make or hold student loans? 

I look forward to answers to these questions and to the testimony of the witnesses. 

Thank you, Mr. Chairman. 

[The complete prepared statement of Senator Garn follows:] 

Statement of Senator Garn 

Over the last week or so, a series of stories about a guarantor of student loans, 
HEAF. the Housing Education Assistance Foundation, has been prominent in the 
news media. 

Today my hope is that at this hearing we can get the real story of what's hap- 
pened to this loan guarantor. I also cm anxious to hear what effect recent events 
will have on the banks which make the student loans, and the prospects for stu- 
dents when need a loan in order to attend the higher educational institution of their 
choice. 

I also want to thank the witnesses who have managed to come before us and testi- 
fy with very little notice. 
Thank you, Mr. Chairman. 

The Chairman. Mr. Sanders, we'd be pleased to hear from you 
now. 

Mr. Sanders. Thank you, Mr, Chairman. 
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STATEMENT OF TED SANDERS, UNDER SECRETARY, DEPART- 
MENT OF EDUCATION, WASHINGTON, DC, ACCOMPANIED BY 
EDWARD STRINGER, GENERAL COUNSEL, DEPARTMENT OF 
EDUCATION; AND LARRY OXENDINE, OFFICE OF POST-SEC- 
ONDARY EDUCATION, DEPARTMENT OF EDUCATION 

Mr. Sanders. Thank you, Mr. Chairman, and members of the 
committee. I am pleased to appear before you today and to speak to 
the concerns that have been raised by the tinancial problems of the 
Higher Education Assistance Foundation, better known, as you 
mentioned, as HEAF. It's one of the Nation's largest guarantors of 
student loans. 

And I would like to introduce to you two members of the Depart- 
ment staff who are with me— our general counsel, Ed Stringer, to 
my left; Larry Oxendine of our Office of Post jecondary Education, 
to my right. 

heap's function 

Under the Guaranteed Student Loan Programs, Mr. Chairman, 
administered by the Department, HEAF operates as the designated 
guarantor in Minnesota, West Virginia, Kansas, Nebraska, Wyo- 
ming, and the District of Columbia. 

It also operates as a national guarantor insuring loans in other 
States where a different agency is the desimated guaranty agency. 

In 1989, HEAF insured loans for som.^ 147 lenders, and as a 
guaranty agency, HEAF's function is to insure loans made by lend- 
ers to students, to pay their insurance claims on defaulted loans, 
and to service and collect those loans. 

As you know, the Department has been notified by HEAF that 
it's facing serious financial problems. And, given the imbalance be- 
tween revenues and costs, it's doubtful that HEAF will be able to 
continue to pay default claims presented by lenders in Ihe near 
future. 

heaf's financial problems 

Mr. Chairman, HEAF's financial problems stem in part from, 
first, a portfolio with a high percentage of loans to students at pro- 
prietary schools with high default rates; second, efforts by HEAF to 
adjust its portfolio since 1988, which have resulted in HEAF ceas- 
ing insurance operations in some 18 States, with a resulting reduc- 
tion in its revenues. 

We've been charting HEAF's efforts to improve its loan portfolio 
mix with an expectation that its current financial problems could 
be avoided. 

However, we have learned from HEAF only in the past 3 weeks 
that the default rate for its proprietary school loans has increased 
and that the adjustments in the portfolio have not succeeded in 
avoiding a financial crisis. 

Now, the Department, in conjunction with the Office of Manage- 
ment and Budget, is closely monitoring this situation and is devel- 
oping options to resolve the matter in the event HEAF is unable to 
continue to meet its responsibilities as a guaranty agency. 

We have today a nine-member team on site at HEAF's headquar- 
tjrs in St. Paul, MN. That particular group includes accounting 
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and computer specialists who administer our Student Loan Pro- 
grams. They're monitoring HEAF's operations. They're assessing 
the situation firsthand to assist us in making informed decisions 
about HEAF's existing loan portfolio and its prospective guaranty 
functions. 

In addition, we are also intensely involved in sensitive discus- 
sions with other agencies that might have an interest in and capac- 
ity for assuming all of HEAF's guaranty functions. 

We've made, Mr. Chairman, our position clear in public as well 
as with the Congress. I'd like to repeat again the position that we 
hold. I could not emphasize strongly enough that despite some 
alarmist reports in the media, the situation will not affect the abili- 
ty of students to obtain loans, of lenders to make those loans, or of 
guarantors to insure those loans. 

HEAF's problems are serious to that organization, but they do 
not threaten the integrity of the nationwide Guaranteed Student 
Loan Programs. 

heap's objectives 

Our objectives at the momcit are, first, to minimize the cost to 
the tEixpayer, if any. 

Second, to review the quality of HEAF's program administration. 

And, last, to study the situation carefully for any lessons which 
may be learned so as to ensure a stronger Student Loan Programs; 
and to act decisively to arrange for an orderly management of the 
HEAF portfolio. 

While we take these problems very seriously, analogies of this 
situation to the savings and loan crisis are quite simply inappropri- 
ate. We do not expect the domino effect from HEAF's problems. 
Wa do not see the need for a Federal bailout of guaranty agencies 
in general, or of HEAF in particular. 

I d stress again to you, Mr. Chairman, and members of the com- 
mittee, that the Department has been taking vigorous action to ad- 
dress the high default rates on student loans, part'cularly in the 
proprietary school sector; that is actually at the heart of this prob- 
lem. 

Last year. Secretary Cavazos issued regulations that imposed sig- 
nificant restrictions on schools with high default rates, including 
possible termination from the program. 

We've also been working with Congress on legislative matters ad- 
dressed to this problem. 

I'd like to thank you very much, Mr. Chairman. We are here to 
answer your questions. If I might, I'd like to just call your atten- 
tion very briefly in closing to the chart that's on the easel and 
which you have attached to our testimony today to give you just a 
quick point of reference as to where guaranty agencies fit into the 
situation that we're discussing. 

You'll notice from the chart that of course a loan originates from 
a student desiring to further his or her education, who, in turn, 
goes to a lending institution to secure a loan in support of that edu- 
cation. 

That loan, in turn, is guaranteed or insured by a guaranty 
agency. The lending institution may sell that paper into a second- 
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ary market; the guaranty follows that paper as it's sold into the 

secondary market. , , , . ■ j u 

When a student defaults on his or her loan, the lender is paid by 
the guaranty agency at 100 percent of the value of that loan. 

The guaranty agency is, in turn, reinsured by the Department of 
Education. And in any given fiscal year, the agency is paid 100 per- 
cent for all of its loans in default up to 5 percent of its experience. 

Between 5 and 9 percent, it is paid at 90 percent. And, beyond 
the 9 percent level, it is reinsured or paid at 80 percent. 

And so a particular guaranty agency's experience may see it 
being reimbursed at points during the fiscal year at 100 percent, 90 
percent, down to 80 percent of the value of the loan, depending 
upon the default experience of the portfolio. 

I'd stop there, Mr. Chairman, and my colleagues and I are ready 
to answer any questions that you or the committee might have. 

The Chairman. Well, I appreciate your statement. 

One of the policies of this committee in the time since I ve been 
the chairman, which is now about a year and a half, is that any 
time a matter arises of this potential magnitude, where there can 
be a liability accruing to the Federal Government, we're going to 
get it out into the light of day and examine it. We want to make 
sure that we fully understand the financial ramifications and what 
is needed to protect the Government itself, and the taxpayers ulti- 
mately, from risk in that area. 

Let me ask you some questions in that regard. 

Are there other guarantor agencies that are currently in a weak 
condition? 

Mr. Sanders. Mr. Chairman, we believe that there may be five to 
seven other guaranty agencies that are in a weakened condition. 
The magnitude of their problems does not approximate that of 
HEAF, HEAF's being the result of its size. And, in fact, if you were 
to take their full loan portfolios, add them together, they would 
still be less than half of that of HEAF. None of those are in the 
same situation though that HEAF is in today and on the verge of 
not being able to pay claims to lenders. 

The Chairman. I'd like to review again with you and have you 
be as specific as you can as to what are the primary causes as you 
see it of HEAF's failure. 

PRIMARY causes OF HEAF's FAILURE 

Mr. Sanders. Well, first of all, Mr. Chairman, as I mentioned 
before, we believe that at least in part, the problems that HEAF is 
currently facing is as a direct result of the mix in its portfolio. 

In 1988, HEAF had some 59 percent of its portfolio in proprie- 
tary school loans. They had recognized this problem, were in the 
process of changing that mix, as I mentioned in my testimony. By 
1989, that mix was down to 35 percent in proprietary schools. 

Second, HEAF made decisions that would reduce the size, the 
volume of its business annually, which also then reduced the fees 
that they were receiving from guarantees, which also altered their 
financial position. 
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The Chairman. Now, I think for the record and for those who 
may be watching on television, you should describe what proprie- 
tary schools are. 

Mr. Sanders. Yes, sir. Mr. Chairman, a proprietary school is a 
nonpublic, for profit institution offering education generally at less 
than the associate or baccalaureate degree. They're vocational 
trade school programs, generally. 

The Chairman. And so these might be? Give us a range of the 
kinds of programs that are out there that would fall into that cate- 

gory, 

Mr. Sanders. Well, they could range, Mr. Chairman, from a 
school of cosmetology to truck driving to programs basically that 
could be of 3 months duration, and up, in fact. 

The Chairman. And to what do you tend to attribute the much 
higher default rate of student loans that attach to proprietary 
schools than other schools? 

Is it that some of these schools are not providing much in the 
way of a real educational curriculum? Or, is it that the student 
profile is such that those students are not able to earn enough to 
be able to repay loans? 

What is there in that part of the default picture that we should 
understand about the nature of why the failure rates are higher 
there? 

Mr. Sanders. Could be a mixture of reasons, Mr. Chairman. It 
could be having to do with the profile of students who are enrolled 
and attending in those schools. They tend to be of higher risk. 

It could also be, as you mentioned, in the quality of training that 
is offered to those individuals. 

The Chairman. Now, there were some reports earlier this week 
that I think left some confusion in the minds of some about the 
quality of the guarantees to lenders that they will be repaid for 
losses on student loans. 

And as I understand your testimony today, you are assuring us 
that lenders making new student loans for this coming fall semes- 
ter, if they meet their responsibilities, they'll be repaid for any de- 
fault losses. 

Is that a correct reading of what you're saying? 

Mr. Sanders. That's correct, Mr. Chairman. We're assuming that 
an opti-^n can be worked out that another agency or other agencies 
would assume the responsibilities as guaranty agency in place of 
HEAF, and there should be no problems in guaranteeing loans to 
students. 

The Chairma.^i. And with respect to losses on loans that are cur- 
rently insured by HEAF, does that same guaranty apply there? 

Mr. Sanders. Yes, Mr. Chairman, we do believe that we will 
have a guaranty agency or agencies in place that will assume the 
functions of HEAF and that those loans will be, indeed, secure. 

The Chairman. Do you have a way of estimating now, within 
even a range, how much liability there may be from just this case 
that will come back on the Government here? 

Mr. Sanders. Well, as I indicated to you earlier in the testimony, 
Mr. Chairman, our first purpose of course is to work out a solution 
that protects the taxpayer. And we hope that a solution can be af- 
fected that would be one of no cost to the taxpayer. 
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However, there may be some requirements in the options that 
we're looking at that would have costs. But, we believe that they 
would be less than $100 million in the HEAF case. 

The Chairman. Well, I take it that what you're saying is that 
this is a somewhat fluid situation and you're still working on the 
situation, but that's your best estimate at the moment as you sit 
here in this room. 

I'm just wondering if there is any material likelihood that that 
number could change and enlarge. 

Mr. Sanders. No, Mr. Chairman, we believe that would be the 
outside number, even beyond the outside number, that we would be 
looking at in the HEAF case. 

The Chairman. Can you tell me when the Education Department 
first learned of HEAF's difficulties? 

Mr. Sanders. Well, Mr. Chairman, we had known from reports 
sometime ago that HEAF was experiencing some problems in its 
portfolio mix. They had disclosed that to us. We had every expecta- 
tion, as did they, that the steps they were taking to alter the mix 
in that portfolio would solve their problems. 

It's been within the last 3 weeks that we have own knew that 
those problems were such that their ability to sustain themselves 
was in danger. 

The Chairman. Can you tell me what authority you have to reg- 
ulate or supervise student loan guarantors. And, for example, can 
you set capital standards? 

capital standards 

Mr. Sanders. No, sir. We cannot. There's nothing in the law that 
would provide the authority for us to do that. 

The Chairman. Do you think there should be? 

Mr. Sanders. I think that may be one of the options, Mr. Chair- 
man, we may want to look at out of this experience, along poten- 
tially with others about which we probably will learn. 

The Chairman. You know, with Government sponsored enter- 
prises that we are examining this year in this committee, one of 
the principal questions is this issue of capital standards. We're vis- 
iting that in all areas where the Government has either a direct or 
a contingent liability. I think, just as a general proposition, if we're 
going to have the taxpayer on the hook at any stage in the process, 
the issue of capital standards is something that we have to get up 
front and center and establish pretty clearly. 

I want to reserve a judgment on that. And you're suggesting that 
you want to look at that, too, and you may have something to say 
about that at a later time. But I think that is a question that we're 
going to have to make sure we've got a very clear answer to by the 
time we work through this problem. 

Let me just ask a couple of other things and then I want to yield 
to Senator Kassebaum. And that is: 

What does the Education Department do now? How are you 
geared to actually monitor and audit guaranty agencies of this 
kind? 
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OVERSIGHT OF THE GUARANTY AGENCIES 

Mr. Sanders. Basically, Mr. Chairman, we perform four tasks in 
exercising oversight of the guaranty agencies. 

First of all, we conduct with our staff program reviews that look 
at the agency's compliance with the law itself and rules and regu- 
lations of the Department of Education. 

Our inspector general conducts audits of those agencies. 

Third, we review in-house the audits guaranty agencies that are 
performed by independent audit firms. 

And we also require and review, do desk audits of, quarterly re- 
ports that are provided to us from those agencies. 

The Chairman. When would have been the last time, for exam- 
ple, that HEAP was audited? 

Mr. Sanders. Their audit, Mr. Chairman, was last performed I 
believe in 1988 or 1987. That is, a departmental audit— 1988, Mr. 
Chairman. 

The Chairman. 1988. So this would have been 2 years ago? 
Is that right? 
Mr. Sanders. Yes, sir. 

The Chairman. And is that about par for the course? Every 
couple of years? 

Mr. Sanders. They're scheduled every 2 years, Mr. Chairman. 

The Chairman. I'm wondering if that frequency is sufficient. I'm 
wondering if, in light of even this example, we ought to be taking a 
look more often than that. 

What's your thought on that? 

Mr. Sanders. Well, certainly, it would do no harm to look at this 
option; 2 years though seems reasonable in terms of an audit cycle 
of an agency like this, especially when we have access to the inde- 
pendent auditor's report. That is also a compliance audit. 

More importantly, I would place my attention, I think, Mr. 
Chairman, on the ongoing monitoring and program reviews that is 
where we probably should be focusing more of our attention. 

The Chairman. But, didn't I— if I heard you right, didn't I hear 
you say a minute ago that it really wasn't until about 3 weeks ago 
that you knew you had a serious problem here? 

Mr. Sanders. We knew we had a problem, Mr. Chairman, but we 
did not know the magnitude of that problem and that HEAF's col- 
lapse might be imminent, until about 3 weeks ago. 

The Chairman. You see, I think that leaves the question in the 
air: 

Is our monitoring procedure adequate? 

I mean, you obviously got caught in a sense by surprise. And 
that normally would suggest that we ought to have some other way 
of keeping track of things so, if there is a deterioration, that we 
spot it earlier so that we get something more than 3 weeks notice. 

Isn't that a fair observation here? 

Mr. Sanders. Yes, Mr. Chairman. However, if we had been doing 
an audit, that audit might not have picked it up and flagged it for 
us in time either. 

The Chairman. Thank you. 

Senator Kassebaum. 

Senator Kassebaum. Thank you, Mr. Chairman. 
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Mr. Sanders, I'd like to ask first is there a provision in the 
Higher Education Act which would allow the Secretary of Educa- 
tion to make a formal request to Sally Mae to give funds to a guar- 
anty agency? 

Mr. Sanders. Make a formal request to them to directly give 
funds? 

Senator Kassebaum. Yes, to provide funds to a guaranty agency. 

Mr. Sanders. I'd like tu ask Mr. Stringer, since that would really 
be a legal question, Senator, if I might, for his response. 

Mr. Stringer. I don't know of any authority that the Secretary 
would have in that respect, Senator. 

Senator Kassebaum. I have a question that another Senator 
wished me to ask. 

Could you outline the obligations of the Department of Educa- 
tion, the lender institutions, the students, HEAF and the general 
taxpayer if HEAF were forced to declare bankruptcy? 

Mr. Sanders. The obligations, Ed, that probably would be better 
responded to by you. 

Mr. Stringer. Starting in order of the question 

Senator Kassebaum. It's kind of a long one. It's sort of the obli- 
gation of everybody. 

Mr. Stringer. The Federal Government has no direct obligation 
to the lenders. The only obligation of the Federal Government in 
the program as it's now constituted is to honor on a reinsurance 
basis the claims nut to the Federal Government that the guaranty 
agencies have properly honored to their lenders. 

So there is no direct connection with the lenders. 

To the guaranty agencies, it is the resi ->nsibility as I outlined. 

To the students, the Department has no direct obligation. 

To the taxpayers, obviously, we have a very direct obligation to 
fulfill the responsibilities of the Department under the program. 

Mr. Sanders. We do have some—if I might add—we do have re- 
sponsibilities to the student to see that there are lenders available 
in each and every State. 

lender of last resort 

Mr. Stringer. Certainly. There is a concept of lender of last 
resort which provides that, in every State, there shall be a lender 
available to a student, notwithstanding that student's credit capa- 
bility. And in States where the guaranty agency, where a guaranty 
agency is designated, that guaranty agency is automatically the 
lender of last resort. 

And that lender has no discretion to turn down a loan applica- 
tion from a student. 

Senator Kassebaum. Do you mean, if there is difficulty with the 
initial loan? 

Mr. Stringer. Correct. 

Senator Kassebaum. In finding a new lender, they have to 
assume that responsibility? 

Mr. Stringer. Yes. If a student wants a loan and the student has 
insufficient credit qualifications at a commercial bank, the student 
could go to that lender of last resort and obtain that loan. 

Senator Kassebaum. Is that true with every instance? 
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Mr. Stringer. Yes. In every State. ^ j ^ • u f« 

Senator Kassebaum. In every State, when a student wishes to 
make the initial apphcation for a student loan and there is no line 
of credit— certainly, one can understand that. But, a lender ot 
last 

Mr. Stringer. A lender of last resort. 

Senator Kassebaum [continuing]. Last resort has an obligation to 
provide that loan? 
Mr. Stringer. That's right. . a 

Senator Kassebaum. Then, who is responsible when that de- 

Mr Stringer. The guaranty agency is responsible to pay that 
lender and the Federal Government is responsible on a reinsurance 

Senator Kassebaum. Well, you see, this I think is sort of the nub 
of the problem because we're expecting, one, the lender of the last 
resort to assume loans that there is certainly a question whether 

thev'll be repaid. 

And the guaranty agency is also having to assume a responsibil- 
ity in that instance as well. . ^ i.u u u * 

And I really feel that we're going to have to sort through what 
the role of the lender and the guaranty agency is when they have 
to assume loans which may be questionable. 

And this is going back to, aeain, some of the difficulties that 
have arinen with the lenders and with guaranty agencies that have 
had to assume loans that have been questionable, and some other 
agencies that maybe don't have to take those risks, or guaranty 

^AnTf 'don't know quite what the answer is. But, I clearly believe 
at some point we are going to have to be much tougher in either 
making a requirement that there is a better monitoring ot the 
system, to begin with, initially, or else there's got to be a better 
guaranty if we're requiring the lender of last resort to assume this 
and yet make them responsible for cleaning it up. 

That, clearly, if I'm reading this correctly from what you re 
saying, is a real problem. 

And it seems to me if, under law, we are requiring them to do 
that, then the Government has some responsibility to help them 

^^Mr. Stringer. Well, that is what the law provides. 

Senator Kassebaum. That's all the questions I have right now, 
Mr. Chairman. I've got to think that through for a moment. 

The Chairman. You reload and we'll give you another round. 
[Laughter.] 

Senator Bryan. , . 

Senator Bryan. Thank you very much, Mr. Chairman. 
I apologize. I was out of the room during the colloquy that the 
Chairman had with you, Ted, and with you, Mr. Stringer. 
I want to follow up a little bit on where Senator Kassebaum was 
in * f^rom 

^°Obvious°lyl'if the quality of the loan is bad in the first instance, 
the risk is greater. And as Mr. Stringer has explained the law, 
each successive event is required by law; namely, that there be a 
lender of last resort, that there be a guaranty. And that, ultimate- 
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ly, if the guaranty association-organization fails, there is a fall-back 
position which, under the reinsurance obligation, as I understand 
it, comes to the doorstep of the Federal Government. 

I want to again reemphasize the point that I made earlier: 

I am a strong supporter of student loans. I mean, I think it's 
vital in the national interest. 

But, clearly, the quality of these loans and the monitoring. Now, 
from the information provided us by the GAO, it indicates that this 
program has expanded enormously in recent years. To quote, "be- 
tween 1983 and 1989, loans grew from about $7 billion to over $12 
billion annually, and 83 percent increased." 

Now, let me indicate that doesn't give this Senator any heart- 
burn. If more students are getting opportunities to provide for 
themselves and their families and their future greater educational 
opportunities, I applaud those efforts. 

It indicates similarly the number of loans increased from 56 per- 
cent, from $3 million to $4.7 million. 

And that, too, I'm very pleased with. 

But, here is the one that I tmd absolutely shocking. And the 
point I think that Senator Kassebaum was directing a point, during 
the same period—now we've had increase of the total amount of 
loans from $7 to 12 billion in a 6-year period of time— the number 
of loans increasing by 56 percent, from $3 million to $4.7 million, 
the defaults increased by a rate of 352 percent. 

Now I must say that I don't have a good background in account- 
ing, but as you and I have talked, Ted, so many years back, when 
you were the Superintendent of Public Instruction in Nevada, 
whether you learned under the old math, as you and I did— 
[Laughter.]— or the new math, that's a sorry record. 

Share with me, if you can, an insight into what's causing that? 
And focus it, if you will, to make it more appropriate to the focus 
of the hearing as the chairman has convened it. 

LOAN DEFAULTS HAVE INCREASED SUBSTANTIALLY 

Mr. Sanders. I might, Mr. Chairman, Senator Biyan, comment 
that we've had— to concur with your statement there— we've actu- 
ally had proposals before the Congress that would require things 
like a credit check and a cosigner for these loans to improve the 
default situation. 

As I mentioned in an earlier response, there is a combination cA 
things that are taking place here, one of which we do have num- 
bers of high-risk students who do take loans and who do avail 
themselves of opportunities to go on to further their education, as 
well it should be, as you stated. 

That creates a risk for default. 

Also, Mr. Chairman, Senator, there's no question that there are 
institutions out there that provide less than effective training and, 
therefore, leaving student^ without the necessary skills, do help to 
contribute to a default situation. 

Larry, you may want to add. 

Mr. OxENDiNE. With respect to the substantial increase in the de- 
fault percentages over time, I would add that the defaults that we 
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are receiving in any one year are really defaults on loans that were 
paid in previous years. i l c 

We saw a substantial increase in the loan volume over the last 5 
or 6 years. And now I think we are seeing the result in default 
volume because the defaults now are really catching up with the 
loan volume that we saw in the past. ^ , . r 

Senator Bryan. Well, let me make the observation at least of one 
Senator, although I may be, as my kids remind me, in the autumn 
of my life, the twilight of my years— . t u 

The Chairman. Let's hope not. Let's hope not. Let s hope you re 

in the spring. , r - ^ o *. 

Senator Bryan. I hope they werent referring to my Senate 
career, Mr. Chairman. They may very well have had reference to 

that as well. , , . , ■ r u 

But clea^'ly, trying to put ourselves back in that timetrame when 
all of us were trying to get an education, an 18, 19, 20, 21-year old 
kid is not going to have a line of credit. He and she is going to, by 
and large, have virtually no experience at all. , ^ , 

So I would hope that, in trying to reduce the default rate, we 
don't put that burden solely upon that youngster that s trying to 

^^It^seems^to me that there are various postsecondary educational 
programs that would be of the training and technical school nature 
that have a very high incident rate of failure, which suggests th&t 
there may be more interest not in providing an education, but in 
taking the money that can be provided. u- i 

It seems to me that we ought to be meaner than the proverbial 
junkyard dog when we find that kind of stuff occurring. 

And, second, it seems to me the responsibla educat)onal institu- 
tions in this country-and there are indeed many. \ cite the exam- 
ple that sent me absolutely ballistic, is that our WICHE Board. 
Ted, as you may recall, that there was $300,000 or $400,000 out 
there in default, had never made a demand. Had never said: 

Look, you got this loan before you went to vet school, betore you 
went to medical school, before you went to law school. 

Never made a demand. , ». j v » ^ 

Now I can tell you what I did. Wa replaced the board. You re 
gone You're history. You have an obligation to keep this program 
solvent and responsible. And I think educational institutions, 
would be my point, have an obligation to make sure that, indeed, to 
the extent that they have some responsibility here, to honor that. 

Share with me your thoughts in terms of that aspect and what 
part of the problem, if any, you attribute that to. 

DEALING WITH DEFAULTS 

Mr. Sanders. Mr. Chairman, Senator Bryan, the Secretary, too, 
has been concerned about and has taken aggressive steps during 
his watch to deal with the problem of defaults. First of all, within 
the authority that we currently have in law, we've taken a number 
of steps, some of them very principally aimed at institutions with 
high default rates. These include requiring management plans and 
taking sanctions against the institutions after their default rates 
reach a certain percentage. 
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We've been aggressive there. We have brought forward also to 
Congress 

The Chairman. Mr. Sanders, let me just stop you. I hesitate to 
do so, but this is an important answer and I don't want it to be 
squeezed down to too small a size. I think we need to continue with 
this line of questioning. We're on the second bells and I think we 
may run out of time for the vote. 

Maybe what we should do is just adjourn right in the middle of 
your answer and pick right up there when we reconvene in just a 
matter of minutes. 

Mr. Sanders. That would be fine. 

The Chairman. The committee will stand in recess for about 10 
minutes. 
[Recess.] 

The Chairman. Let me invite everyone in the room to find a seat 
so that we can resume. We cut that vote very close, Mr. Sanders, in 
terms of the timing. 

I would like to resume with Mr. Bryan, with where we were 
when we had to take the recess to vote. 

Senator Bryan, do you want to just allow the witness to continue, 
or do you want to rephrase the question? 

Senator Bryan. Knowing Ted Sanders as I do, Mr. Chairman, he 
will recall precisely where he was when the gavel fell. AnC I am 
sure that his syntax will not be garbled in any fashion and it will 
just kind of read like a good novel. 

So, I will defer to Ted, unless he wants me to reframe the ques- 
tion at all. 

Mr. Sanders. No, Mr. Chairman. 

Senator, I would be pleased to continue. I don't know that I can 
live up to that expectation, however. I was describing for you a 
number of the aggressive steps that we are taking as a part of the 
default initiative enacted by Secretary Cavazos just over a year 
ago. 

I had mentioned to you that we had taken aggressive steps to 
deal with those schools with high default rates. We have staged 
that at various points, with schools that have default rates, Mr. 
Chairman, and Senator Bryan, of over 20 percent being required to 
submit default management plans that get to the root causes of the 
defaults in those particular schools. 

When a school goes beyond 80 percent, it must delay the actual 
disbursement of loans to first-time borrowers for some 30 days, and 
we also require those schools to have a pro rata tuition refund 
policy. 

And once the default rates get beyond 40 percent, we initiate sus- 
pension and termination actions against those particular schools. 

We have also required schools to counsel first-time borrowers di- 
rectly so they understand the responsibility they are assuming by 
taking out a loan. 

We are also requiring that schools offer to students, actually dis- 
close to those enrolled in nonbaccalaureate vocational programs, 
information that could be used by students as consumers regarding 
program completions and job placements. This information be- 
comes very, very important in the students' decision-making proc- 
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ess about where they should go for their education or their train- 

^"we also have strengthened our compliance reviews of lenders 
and schools. And thanks to authority that you have clarified, that 
the courts said we did not have, we now have clear authority to 
take emergency actions to move against schools and against lend- 
ers and, on an emergency basis, suspend their participation when 
they are found not in compliance. 

Over on the collection side, Mr. Chairman, Senator I?ryan, we 
have made aggressive efforts in getting defaulted loans into repay- 

In^fact, the Federal Government in this respect with the Guaran- 
teed Student Loan Programs has a very, very good record. We do a 
match of Federal employees, and since 1982, some 60,000 Federal 
employees have been identified and sent notices to pay their de- 
faulted student loans. i.- u 

We now have, as you know, the IRS offset provision, which 
allows us to collect tax refunds. And we have done that on some 
$1.2 million in accounts. And we are not hesitant also, Mr. Chair- 
man, Senator, to refer problems to the Department of Justice for 

litigation. , . , . rr • -c 

Additionally, our inspector general is devoting his staff a signiti- 
cant portion of his staffs time to audit investigative work regard- 
ing schools, particularly those with high default rates. 

And we are not hesitant to move even in the courts against those 
with problems. ... , - 

Senator Bryan. Ted, is there a pattern of institutions by func- 
tion? And I am talking about academic versus trade, or technical, 
in which the default rates appear to be higher. 

And if so, is that information available so that the members ot 
the committee might have a chance to look at that. I'm not expect- 
ing you to recount all of the default rates. 

But there is a pattern. Tell us what the pattern is. 

Mr. Sanders. There is a pattern and we can give you that de- 
tailed information. Generally, 4-year institutions have much lower 
default rates than do the proprietary mstitutions. 

Senator Bryan. Now, there have been critics of the Department, 
and this predates your arrival there because this audit represents 
an 1983 to 1989 period. 

That during the eighties, the number of program reviews and 
audits conducted by the Department of Education was reduced 
sharply. Institutionally, do you have any way to respond to that? 

This predates your term, Ted. 

REDUCTION OF PROGRAM REVIEWS AND AUDITS 

Mr. Sanders. Senator, I have looked very carefully at that, as 
has the Secretary. It is a pattern that tracks with our salary and 
expense accounts, which determine the number of individuals that 
we have on the payroll, and that can be allocated to work. 

We have identified that particular problem and, in fact, have al- 
located greater staff resources from the salary and expense moneys 
that you have given to us, to this particular area of our operation, 
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increasing the number of program reviev/s that we were able to 
conduct. 

Senator Bryan. I take it from your answer, and I don't want to 
put words in your mouth, that the number of those audit and pro- 
gram reviews did, in fact, decline in the 1980's for the reasons that 
you 

Mr. Sanders. That is correct. 

Senator Bryan. Would you acknowledge that that is a contribut- 
ing part of the problem? 

Mr. Sanders. I mentioned in one of my earlier responses that I 
do believe that strengthening the program monitoring function is 
something that is absolutely necessary here. 

And that, yes, as we an. able to do effective program monitoring 
with our staff, we will even more avoid these kinds of problems in 
the future. 

Senator Bryan. I am sure this committee as well as the other 
committees that have jurisdiction over this certainly appreciate 
your thoughts and that of the Secretary in terms of where those 
resources are needed because, ultimately, the taxpayer is going to 
pick up the tab here. 

Some have indicated that it may reach the magnitude of a couple 
of billion dollars a year that may or may not w accurate. I don't 
know. But, that is important for us to know. 

And, finally, the light is on and I will yield my time, Mr. Chair- 
man, with this one last question, if I might. And that is: 

The way the schools that are eligible for participation are chosen 
is, as I understand it, there are accrediting associations. And they, 
in effect, submit to the Department schools which are eligible to 
participate, but that the Department itself doesn't make an individ- 
ual judgment with respect to the individual schools. 

In fact, it yields or clefers to that accrediting association. 

Am I correctly informed on that? 

Mr. Sanders. Fundamentally, that is correct. However, the Sec- 
retary does have statutory authority to recognize those accrediting 
associations that will be used or recognized in this process. 

There is another part. And the accrediting associations lack re- 
sponsibility here because schools, just as they must be accredited 
by an accrediting authority recognized by the Secretary, must also 
be licensed by the State in which they are domiciled. 

So there are two places I believe for us to loo'.c in improving over- 
sight of the quality of institutions that qualify for the loan pro- 
grams. 

Senator Bryan. Ted, it would be helpful I think to this commit- 
tee if you would make available to us the accrediting associations 
and their track record. That is, the defaults that occur with respect 
to those institutions which they, in effect, are recommending and 
which you acknowledge by and large. It is the association's recom- 
mendation, without any independent determination of the Secre- 
tary. 

And I am not here trying to lay a wrap on the Secretary. We can 
debate the wisdom of that policy. 

What I am interested in is the history of that. That is, if there 
are associations which have a good track record in terms of their 
recommendations, we need to know that. On the other hand, if 
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there are those associations whose track record is deplorable, 
maybe a question arises as to whether they ought to be in the asso- 
ciation business, at least as far as the Secretary of Education is 
concerned. 

Mr. Sanders. We appreciate that and we will provide the infor- 
mation. 

The Chairman. Let me get a clarification before going to Senator 
Dodd on this. 

Does each State have its own? Do we have 50 of these? Or are 
there larger amalgamations? 

Mr. Sanders. There are larger amalgamations. In fact, there are 
two different sets of institutions working here. 

The States have their own State licensing requirements. Each 
State does that in the manner that it determines in deciding who 
will or will not provide education or training. 

The accrediting associations are independent. They exist general- 
ly as associations of schools. They have standards which they apply 
to institutions who wish to belong to that particular 

The Chairman. Does this cover the whole country? 

Mr. Sanders. Some cover the whole country, Some are regional. 
Some are particular to a t3rpe of training or education, too. 

Senator Bryan. Mr. Chairman, I did not want to usurp the au- 
thority of the Chair. But, if the Chair feels it would be helpful, that 
information that I suggested be made available, namely, the de- 
fault record of the institutions and the proprietary institutions or 
organizations— trade, technical and other kinds of schools— I think 
might be helpful for us to examine. 

And also the track record of the accrediting institutions, 

But I certainly did not mean to usurp your authority, Mr. Chair- 
man. 

The Chairman. I wanted to add to it. I want to make sure that 
we understand the scope of these various associations that do the 
accrediting, 

The losses have jumped here a billion dollars over a 2-year 
period of time if you look at the projections for 1990 versus 1988 of 
what we are eating at the Federal level. 

So this is not an insignificant item. 

Senator Dodd. 

Senator Dodd. Thank you very much, Mr. Chairman. 

Before he leaves, because I understand he may be walking out, I 
didn't want to miss the opportunity to say what a pleasure it is to 
have Senator Pell with us. 

No other person, with the possible exception of Bob Stafford, who 
has retired from the Senate, is responsible for the essence of this 
program. And I know, in my own State and it is true across this 
country, that literally hundreds of thousands of young people in 
this country of ours who have had an opportunity for higher educa- 
tion have had that opportunity because of Pell grants and Stafford 
student loans. 

And in addition to that. Senator Pell has done a number of other 
things, including authoring two major default reduction measures. 

I serve on the subcommittee with the Senator in the Labor and 
Human Resources Committee, in addition to serving this commit- 
tee. So I am very anxious to see how these hearings proceed. 
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But I didn't want to miss the opportunity of sharing with Sena- 
tor Pell what a remarkable record he has established— I always 
teased Senator Pell and Bob Stafford. I call the firm of Pell and 
Stafford, Stafford and Pell, for that tandem of leadership in the mi- 
nority and majority, depending on which year you were talking 
about. They really forged so many important educational efforts in 
this country. 

OPENING REMARKS OF SENATOR PFLL 

Senator Pell, Thank you very, veiy much for your nice thoughts. 
And I mubt say, the 20 years that it has been either Stafford, Pell 
or Kassebaum and Pell or Javitz and Pell, that we have had really 
no partisanship in it, including when we had people of somewhat 
different viewpoints, like Peter Dominick. And we always really 
put the national interests first. 

So, I thank you for your kind words. And thank you for letting 
me sit in for a while. 

Senator Dodd. I want to focus, if I can, on the program review 
issue with Mr. Sanders. 

You seem to be implying that the law is somehow fiawed. And 
my sense of it is, that there are other factors. First, we went from a 
program that was about 70 percent, a grant program, and 30 per- 
cent loans. 

In the last decade, we have changed that. It is now almost the 
reverse. With a 30 percent grant and 70 percent loan, portfolio. 

That was the fundamental philosophical change. It was decided 
that we were going to go to the credit window. Middle income fami- 
lies are going to the credit window where, in the past, we had de- 
cided that it made more sense to provide them grants. 

There were fiscal issues that contributed to that change. 

When that occurred, of course, in December 1987, hearings in the 
Labor and Education Committee revealed that the number of pro- 
gram reviews conducted by the Department of Education dropped 
from 1,997 in the period in 1981 to half that number in 1986. 

So, at the very hour v^hen we were moving from grant to loan, at 
a time when you would have assumed that we would have in- 
creased the number of inspectors, or increased the program reviews 
to monitor these programs, the Department did just the opposite. 

The Department of Education cut in half the program reviews at 
a time the loan program. 

Now, the program reviews, of course, are vitally important. So, 
first of all, I would like to get some sense, if I could, from Mr. 
Sanders on whether or not you would provide for the record the 
number of schools, the lenders and the agency's reviews conducted 
between 1980-90, so that we pick up the information for last 2 
years because program reviews do have an effect in determining 
where the problems are involved. 

Second, if you could provide information on the Department of 
Education's budget request for salaries and expenses. 

Obviously, again with the switch occurring here, it would seem 
to me that there would have been a demand for increased salaries 
in order to hire the personnel in order to do the work that needed 
to be done in those areas. 
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Third, Mr. Chairman, again, the implication is somehow the law 
needs repairing here. One of the things that we have done is, ot 
course, the I.S&T approach here to limit, suspend or terminate 
schools, institutions where there are abuses. , 

That is the law. It has been the law for some time. That s not 

"Twonder if you might share with us today how many LS&T's 
procedures the Department has implemented in the last 2 years? 

There are some 8,000 institutions, across the country. 

Mr. Sanders. Mr. Chairman, we have taken such actions. I 
cannot give you the exact count. Perhaps Larry Oxendine from our 
program staff can do that. 

Senator Dodd. Do you have an idea? 

Mr. Oxendine. I don't have that information with me. 

Senator Dodd. Just a ballpark figure. , . ^ 

Mr. Oxendine. I really don't know. I can provide the information 

for the record. ^ , ^- u . 

The Chairman. Wait a minute. I want to be cooperative, but 
there are staff people here and we have phones in the back. Let s 
get the answer now. . , 

I don't mean to stop the proceeding to get it, but let s have some- 
body make a call so that, in the next 10 minutes, we can have it. 

Mr. Oxendine. Then we will get it. 

Senator Dodd. I appreciate that, Mr. Chairmen. We passed three 
major default reduction bills in the last 2 years. Does the Depart- 
ment support those legislative efforts? Those bills? 

We have had three bills come out of the Senate. 

Mr. Sanders. Yes, we do. « . , • w 

Senator Dodd. You are a strong supporter of that legislation. 

That is very helpful. t rp. „f s nnn 

I would be very interested to see how many LS&T s ot the »,uuu 
schools we have invoked here because that will be indicative of 
where we are headed here. 

Let me turn to you, or to Mrs. Kassebaum. 

The Chairman. I will turn to Senator Kassebaum, but I want to 
check out a number first and then pass the ball down the table to 
Senator Kassebaum. ^ „ , . 

According to the data that the Department of Education gave tor 
the budget justifications, which went to the Budget Office, if I am 
reading the data correctly, the Federal obligation for defaults— m 
other words, the amount of unpaid bills that worked their way 
back to the Government and to Federal taxpayers— m fiscal year 
1988, for example, is shown to be $1,392,000. 

You may have this data in front of you. In fact, this may be one 
of the sheets that you brought with your presentation. , 

Then the number for fiscal year 1988 went up to $1,840 billion, 
and is estimated for 1990—1 do not know if the estimate has now 
changed, but the estimate that shows on the sheet that I have is a 
figure of about $2.3 billion. Do these appear to be accurate num- 
bers? , , 

Mr. Sanders. They do not coincide exactly with my numbers, but 

they are close to the numbers that I have. 

fhe Chairman. What would you have for fiscal year 1990 as an 
estimate? 
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Mr. Sanders. For fiscal year 1990 we are looking at $2.4 billion, 

Mr. Chairman. ^ , , , „ ^ , 

The Chairman. $2.4 billion. So is the figure that I have for fiscal 
year 1988 correct, $1,392 billion 

Mr. Sanders. For fiscal 

The Chairman [continuing]. 1988. 

Mr. Sanders. For fiscal 1988, we have $1,389 billion. 

The Chairman. OK. So, very close. But in any event, that is a 
billion dollar increase over a 2-year time period. 

Mr. Sanders. That is correct. 

The Chairman. Now I think that is what is the matter of con- 
cern here. We are all here to want to try to get as many appropri- 
ate student loans out to students in the country as we can, but to 
have net losses go up by a figure of a billion dollars over a 2-year 
span, implies a pretty rapid rate of increase. And of course that 
seems now to be part of the story that we aro trying to get clear in 
our minds today with respect to the default situation with one of 
the guarantors here. 

Senator Dodd. Mr. Chairman, may I ask one additional question 
here that we may want to get, as well, while the phone calls are 
being made? The General Accounting Office, as I am told, has said 
that there are some nine Department of Education Offices with re- 
sponsibilities for monitoring the Student Loan Programs. Is that 
correct? 

Mr. Sanders. Are you referring to the regional offices? 

Senator Dodd. To the GAO. Nine Department of Education Of- 
fices with responsibility for monitoring the student loan program. 
No? 

Mr. Sanders. No. 

Senator Dodd. I am quoting a GAO report. 

Mr. Oxendine. If you count each of our regional offices out in 

the country- 

Senator Dodd. Are there nine? 

Mr. Oxendine [continuing]. We have 10 regional offices. 
Senator Dodd. Ten? 
Mr. Oxendine. Yes. 
Senator Dodd. All right. 

Mr. Oxendine. Well, actually we have the GSO function in I be- 
lieve it is seven of those regional offices, plus Washington, plus the 
IG. That is the way you would come up with nine. 

Senator Dodd. But they go on to further state— and I am just 
quoting them here— that there is not a single data base where in- 
formation on all these schools is kept. 

Mr. Oxendine. Actually we have developed such a data base m 
the last year or so. 

Senator Dodd. So it is now in place? 

Mr. Oxendine. Yes. 

The Chairman. It covers the whole country? 

Mr. Oxendine. Yes, sir. All of the program reviews done across 
the country are eventually sent in to Washington to one location, 
and we do have a central data base for that Information. 

The Chairman. Well, we may come back to that. 

Senator Kassebaum. 

Senator Dodd. Thank you, Mr. Chairman. 
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Senator Kassebaum. Thank you, Mr. Chairman. 

I guess, Dr. Sanders, I would like to make a statement somewhat, 
too, because one of the things that has troubled me the most in the 
whole question of the student loan issue is that I feel that v/e are 
doing a real disservice to students to saddle them with these enor- 
mous debts. 

It seems to me that we have got to do a better job of providing 
some career counseling and some guidance right at the beginning 
so that a student is going to understand that wh'^n the career they 
are going into, whether it is a 4-year education, or certainly I think 
the schools where they have had the highest default problems, pro- 
prietary schools, community colleges, the historically black colleges 
have had a high rate, that they should be given some advice as far 
as careers and proportionate salaries that would be commensurate 
with the loans that they are going to be saddled with. 

It seems to me that we do a real disservice many times by en- 
couraging them— they should be encouraged— but they should also 
know the responsibilities that lie ahead with that indebtedness. I 
feel strongly that this is a big responsibility that the schools have, 
as well. I know it is a question of personnel, many times, but it has 
become, it seems to me, sort of an accelerated process where it is 
just a given that a student will go, there will be a student loans, 
and many times I think it is only typical that a young person does 
not think that much further ahead about the field they are going 
into and what salaries may be available in that field that will 
enable them to help pay back the loans. I would just like to make 
that as a statement. And I do have another question. 

Mr. Sanders. We do require, as I had mentioned in an earlier 
response, counseling of students about their obligations in assum- 
ing the loan. We are requiring now disclosure to that student of 
not only the completion rates but the placement rates, and also 
that counseling include information about projected income that 
the student might expect upon completion and placement. 

Senator Kassebaum. But is that not only recently that that 

Mr. Sanders. Yes, ma'am. That is a part of the recent default 
initiative. 

Senator Kassebaum. And my guess is that we have not had 
enough time to see the effects of that. 

Mr. Sanders. That is correct. We have not seen the effects of 
that, yet. 

Senator Kassebaum. I knew this was put in place just a year ago, 
was it not? 

Mr. Sanders. Correct. That is correct. Senator. 
Senator Kassebaum. I strongly support those initiatives. 
Let me just ask a quick question, unless the answers have come 
back. 

Mr. Sanders. Please. 

Senator Kassebaum. I believe that HEAF, the Higher Education 
Assistance Foundation, that we are talking about right now elected 
to withdraw from several States a couple of years ago, and I think 
you mentioned yourself in commenting that they had decreased 
their volume, but this was in an effort to get their portfolio in 
better shape. And it is my understanding that at that time they 
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asked the Department of Education about several other options, 
and the Department turned down those options. 

I wonder if it would be useful, or if you even know what those 
options were and why those were rejected? 

Mr. Sanders. Yes, Senator, your statement is correct. They did 
withdraw from a number of States. If a guarantee agency chooses 
to do business in a particular State by designation, then they must 
guarantee loans from all lenders. 

Yes, they did ask to take other kinds of actions such as to select 
between and among lending institutions, which we would not 
under the law allow. There were other requests, too, and Larry, I 
would ask you to elaborate upon them. 

TERMINATE THE PARTICIPATION OF SCHOOLS 

Mr. OxENDiNE. One of the additional requests that was made of 
us was to permit them to terminate the participation of schools, es- 
pecially proprietary schools, without cause. We indicated that they 
already have the authority by our regulation to terminate the par- 
ticipation of schools, but they would have to give the school a fair 
hearing and essentially go through the LS&T procedures. 

It was responded that the LS&T procedures would take too long, 
and that would not give them the time they needed to turn the sit- 
uation around. 

In addition, they wanted to take the same action with respect to 
certain lenders who participated in the high volumes of proprietary 
school loans. We had the same respor. .i; 

Senator Kassebaum. Let me ask, ii «. .ey had been able to do that 
would that not have helped them at this juncture? If they had been 
able a couple of years ago to take those actions? 

Mr. OxENDiNE. The proposals that they came to us with were in 
the same timeframe as when they withdrew from the 18 States, so 
this discussion took place over probably a 3-month period. So even 
th'^' ^ proposals that we rejected were not presented to us long 
bt J they withdrew from the 18 States. Had they withdrawn 
from the 18 States or taken some other drastic action to change the 
portfolio mix earlier, say a year earlier or 2 years earlier, yes, it is 
likely that that action would have been successful. 

Senator Kassebaum. All right. I guess I misunderstood. The De- 
partment turned down though a request that they made to drop 
some lenders that were not performing, as well as some schools? Is 
that not correct? 

Mr. OxENDiNE. They made the request to terminate participation 
of some lenders and some schools, but the request was not based 
upon any type of program violation. They wanted to simply termi- 
nate the participation of those entities because of the type of loans 
they were maN.ing. There were not other program violations. So we 
informed them that that would not be permissible; that to termi- 
nate the participation of a school or lender they would have to give 
those parties due process and go through the proper procedures. 

Senator Kassebaum. If they had been able to do that, would they 
be faced with the situation they are today, in your judgment? 

Mr. OxENDiNE. At the time that they—I think probably we would 
still have the same situation because of the timing of the request. 



ER?C 3 1) 



26 

Had they made the request and had they been able to do that say a 
year earlier, it is likely that we would not have the situation we 
have today. , , 

Senator Kassebaum. And in your judgment they knew a year 

earlier 

Mr. OxENDiNE. No, I do not know that. 

Senator Kassebaum. Thank you, Mr. Chairman. 

The Chairman. Let us pin it down. I mean, why did they want to 
discontinue? They must have had reasons. What were their rea- 
sons? 

REASONS FOR WANTING TO TERMINATE 

Mr. OxENDiNE. The reason that was given to us was the fact that 
these particular parties were participating very heavily in proprie- 
tary school loans, and the proprietary school loans generally de- 
fault at a greater rate than other loans. And the Higher Education 
Assistance Foundation had a high proportion of proprietary school 
loans in its portfolio at that time, and they wanted to reduce the 
proportion of proprietary school loans. That was the action they 
proposed in order to affect that reduction. 

The Chairman. But you decided not to concur in that action? Is 
that correct? 

Mr. OxENDiNE. That is correct. 

The Chairman. Now some of these proprietary schools are essen- 
tially diploma mills, are they not? 

Mr. OxENDiNE. The ones in question, that was not my under- 
standing. 

The Chairman. You do not think that was the case? 

Mr. OxENDiNE. There was no discussion of the quality of instruc- 
tion that was being provided. 

The Chairman. Well did anybody ask? 

Mr. OxENDiNE. That was not an issue in the discussion, no. 

Senator Kassebaum. Mr. Chairman, if I may just ask, this is 
really something that happened several years ago, so I am not sure 
that it is fair to be asking you this, but it is my understanding that 
HEAF asked the Department of Education if they could require co- 
signers on the student loans for some schools, and that was denied. 
They asked if they could quit guaranteeing loans for certain 
schools, and that was denied. They asked if they could stop guaran- 
teeing loans for certain lenders, as we have gone through, and 
som<} that I know that were in difficulty, and Education again said, 

'^^HEAF then asked what action they could take to decrease their 
proportion of proprietary loans, and the Department of Education 
suggested pulling out of some States. They took this suggestion and 
withdrew from 18 States about 2 years ago. 
Now is that approximately correct? 

Mr. Oxendine. Yes, it is. I would like to elaborate on the co- 
signer proposal, however. Our response to HEAF concerning the co- 
signer proposal, first of all they wanted to require cosigners only of 
certain students, not based on creditworthiness but based on the 
type of school the student was attending. We informed HEAF that 
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in our opinion that was in violation of the Equal Credit Opportuni- 
ty Act. 

The Chairman. Well, let me go back to Senator Dodd, and then 
there are some things I want to get into. 
Senator Dodd. 

Senator Dodd. I wanted to make sure, Mr. Chairman, that the 
information we have requested, the LS&T procedures, the number 
of program reviews, and the salary and expenses budget request— I 
must say that I am very surprised these numbers were not here. 
These questions I presume you would have presumed that someone 
up here would be asked. They are not off-the-wall questions. 

E)o you have some answers on those? 

Mr. Sanders. The information is now here, Senator. 

If I may, Mr. Chairman, for three separate years, 1987, 1988, and 
1989 we have initiated, in 1987, first of all, some 14 terminations. 
In 1988, 27. And in 1989, 30. , . t moo 

Completions out of those that were initiated: In 1988, we com- 
pleted terminations in 10 actions; and in 1989, 16 actions. The expe- 
rience has been that once we start that procedure, Mr. Chairnian, 
Senator Dodd, before the termination is completed, schools tend to 

close their doors. ... ... j 

Senator Dodd. This is out of the 8,000 institutions that are under 

the program? ^, . _ _ , . 

Mr. Sanders. That is correct, Mr. Chairman, Senator Dodd. 

With respect to actions that were taken by guarantee agencies 
and then disqualifications taken, in 1988 there were two; in 1989, 
there were six; and in 1990 to this point, there have been three. 

The Chairman. I am sorry, could I ask you to repeat the defini- 
tion of that category again? 

Mr. Sanders. Yes. In this particular case, the guarantee agency 
takes an action which we then apply nationwide. In 1988, there 
were two such actions taken. In 1989, there were six. In 1990, to 
this point, there have been three. x cm m 

I might also mention that from the start of 1990 in the LS&T ac- 
tions, we have initiated 12 to this point. 

Senator Dodd. Now there are some 47 guarantee agencies. Is that 
correct? 

Mr. OxENDiNE. That is. 

Senator Dodd. Forty-seven agencies that, as it works, I mean cor- 
rect me if I am wrong, but my understanding is that when the de- 
fault occurs the bank goes to the guarantee agency that pays 100 
percent on the default. Is that right? 

Mr. Sanders. That is correct. 

Senator Dodd. Then the guarantee agency goes to the Depart- 
ment of Education. And if the number is in excess of 9 percent, 
then the Department pays 80 percent. 

Mr. Sanders. That is correct. 

Senator Dodd. So we have the situation where the guarantee 
agencies are running in arrears on these matters. 

Now you have, of the ten that were completed in 1988, two. What 
is the matter v/ith the other eight? . 

Mr. Sanders. In the case of the 10 terminations completed, m 
the remainder, the schools may have closed before the action was 
completed, Mr. Chairman, Senator Dodd. 
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Senator Dodd. That deals with the 17, you mean? I am assuming 
in 17 the schools closed? There were 27 

Mr. Sanders. 27 were initiated and 10 were completed. The dif- 
ference would be 17. 

Senator Dodd. So there were 10 that were completed, but only in 
two has there been guarantee action? 

Mr. Sanders. No. Two separate actions are taking place here. 
One is the termination action taken by Education. The others are 
actions that are taken by the guarantee agencies. 

Senator Dodd. OK. 

Mr. Sanders. There are two different actions taking place. When 
the guarantee agency takes such an action, we acknowledge and re- 
spect that and apply it nationwide. 

Senator Dodd. All right. We are dealing with 8,000 institutions, 
and the magnitude of the potential problem does not leap off the 
page at me. What do you read into these numbers? My reaction is 
that you are not aggressively going after enough institutions here, 
given the size of the problem, but I may be wrong in that. What is 
your reaction? 

Mr. Sanders. Well, one, I think we have to look at a multifacet- 
ed approach to dealing with the problem, one of which is the termi- 
nation action; the other, to strengthen what is required of the ac- 
crediting authorities; strengthening what is required of State li- 
censing authorities. 

Senator Dodd. But am I to draw the conclusion from this that 
7,950 institutions across this country are doing a good job? 

Mr. Sanders. I do not think I would encourage you to draw that 
conclusion. Senator Dodd. [Laughter.] 

Senator Dodd. Well, the point is that you have got tools available 
to you now. 

The Chairman. Well, if you would yield, part of the question is 
do you have enough tools? Do you need more people? Do you feel 
that you are staffed up to a level where you can really do the job 
the way you want to do it? I do not mean to preempt the question, 
but 

Senator Dodd. No; well that was my other question, salaries and 
budget stuff. 

The Chairman. Do you feel you have what you need to really do 
this job the way you would like to do it? 

additional staff 

Mr. Sanders. We have been asking for and receiving additional 
staff to deploy in this particular area, Mr. Chairman. We have rec- 
ognized, as I mentioned before, the relationship between the pro- 
gram monitoring that we are able to do and the size of our S&E 
budgets. We have been asking for additional and have placed addi- 
tional staff into these efforts. 

I do believe that there will be a number of actions that we will 
require as a result of this experience, and that we will be back to 
you asking for other kinds of authorities and perhaps including ad- 
ditional staff to perform the monitoring and perhaps the auditing 
function. 
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Senator Dodd. How about the program reviews in the laist 2 
years? Do you have a number on that? 

Mr. Sanders. Larry? ^, i ^ 4. 

Mr. OxENDiNE. ;r can give you an estimate. For the last year it 
was approximat^y 1.500 program reviews of schools, and approxi- 
mately 1,600 will be done this year. 

Senator Dodd. So that would sort of roughly correspond. As was 
pointed out, in 1981 there were 1,900; 890 in 1986; you are gettmg 
closer to that 1981 number. 

Mr. OxENDiNE. Yes, sir. I would like to point out that the C-on- 
gress did in fact authorize additional staff for the Department of 
Education approximately 2 years ago. V7e now have that staff up to 
speed and the program reviews are substantially mcreasmg m 

""we were authorized, I believe it was, 90 additional staff, and also 
the salaries and expense money,? to support that staff. 

Senator Dodd. By the way, Mr. Chairman, I should nave pointed 
out earlier when I asked the question about the legislation that 
passed the Senate, some of which was under the leadership of the 
chairman here, that the House did not act on those bills. To the 
credit of the Bush administration, they took a lot of what was in 
the Senate-passed legislation and converted it into regulation, so 
that even though we did not get legislative action in the otner 
body, the administration saw the merit of what was teing proposed 
and in fact actually coauthored a lot of the stuff and took I think 
the positive steps of moving forward to see to it that some of those 
ideas were actually converted into regulatory schemes which are 
helping in this area. » , j 

So I should have made that point when I asked the question 
about the legislation. 

Mr. Sanders. I appreciate that. Senator. 

Senator Dodd. At any rate, under the present rate you have 
pointed to your increased personnel costs— you are trying to get 
those up, and I popreciate the kind of burdens you are operating 
under. But if you maintain a rate of around 1,600, what you will be 
looking at then is program reviews of each institution about once 
every 5 or 6 years. Is that a desirable goal? 

What would you consider it to be, realistically? I presume you 
might tell me 8,000 schools each year you would like to look at, but 
realistically what should you be looking at each year? 

Mr. Sanders. We do not necessarily have to look at every school 

every year , . , 10 

Senator Dodd. No. I agree with that. But what is the number.-' 

Mr. Sanders. Larry, do you want to respond? 

Mr. Oxendine. I am not sure that there is any particular 
number, and let me elaborate on that if I may. The institutions 
that should be looked at are generally not the State institu- 
tions 

Senator Dodd. Are definitely? 

Mr. Oxendine. Are generally not the State institutions, the Har- 
vards, et cetera, the Ohio States. They generally 

Senator Dodd. The University of Connecticut. 

Mr. Oxendine. The University of Connecticut, definitely. [Laugh- 
ter.! 
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Senator Dodd. Obviously this guy is going to run for public office. 
[L8*iglht6r.] 

Mr. OxENDiNE. I'm sorry. They provide the resources needed to 
administer the program properly. 

The Chairman. Michigan is a fine institution. [Laughter.] 

Mr. OxENDiNE. So I believe that once every several years, and 
possibly 5 years is fine for those type of institutions. There are 
other types of institutions, however, that we should target our pro- 
gram review activities on. 

I would also like to mention that, by regulation, guarantee agen- 
cies are also required to conduct program reviews of institutions, 
and they have to conduct program reviews of the largest institu- 
tions within their States, the 10 largest I believe it is, in addition to 
program reviews of any school with a default rate above 40 per- 
cent. So there we are targeting on large schools and also risky 
schools. 

Senator Dodd. That makes sense. 

Mr. OxENDiNE. So that is supporting the Federal activity. 

Senator Dodd. But again— and I appreciate that distinction; I 
think it is a very important one to make—but again, I do not want 
to be simplistic here, but as an overall gross number? What do you 
believe, in order to do the kind of proper supervision, what sort of 
numbers are we looking at here, based on the gross numbers we 
are dealing with? And I think the distinction is an important one. 

Mr. Oxendine. I personally believe that if we can get in the 
range of 1,500 to 2,000, that is sufficient, because then you are 
doing program reviews of the riskiest schools more often, and the 
program reviews of the less risky schools less often. 

Senator Dodd. OK. Thank you, Mr. Chairman 

The Chairman. Let me just ask this, befort going to Senator 
Pressler. If I understand the testimony properly there are 47 guar- 
antor organizations out there. Am I right on that? 

Mr. Sanders. Guarantee agencies. 

Mr. Oxendine. I would like to clarify the 47. The number 
changes, depending on how you count them. HEAF is considered to 
be six guarantee agencies. Sometimes also people consider them to 
be one. So in the 47, HEAF is considered to be one. 

The Chairman. Now the people that run these— let us say the 
chief executive officer of one of these agencies— v/hat do they earn 
a year? 

Mr. Oxendine. I have no idea. 

Mr. Sanders. We have no idea of the answer to that question, 
Mr. Chairman— at least I do not. 

The Chairman. Do you think any of them earn as much or more 
than the Preside- 1 of the United States? 

Mr. Sandkrs. Have no way of knowing, Mr. Chairman. 

The CH*.iRMAS. Do we have no control over the administrative 
cost side of what goes on there? 

Mr. Sanders. No, we do not, Mr. Chairman. 

The Chairman. Should we have? 

Mr. Sanders. We mentioned earlier that there may be some au- 
thority that is lacking that would be helpful, I do not know that. 
That is certainly worth considering, but I would not want to re- 
spond affirmatively or negatively today. 
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The Chairman. So you have no way of knowing whether the 
guarantor agencies that are successful, are ones that make money, 
pay high salaries? You have just no hunch whatsoever, eh? 

Mr. Sanders. We have no knowledge about that relationship. 

Senator Dodd. But then they come to you and they ask you to 
reimburse them at 80 percent of their losses, if their losses exceed 
90 percent, and yet— is there no examination of that, of what goes 
on in those guarantor agencies? . , 

Mr. Sanders. Oh, we have an examination of what goes on m 
those guarantee agencies, but it does not extend to oversight re- 
sponsibility for what they pay their chief executives. 

Senator Dodd. I get a sense you wculd like that, though. 

Mr. Sanders. I do not know that single thing is going to solve 
our problem, Mr. Chairman and Senator. 

Senator Dodd. No, but we would like to know a bit more about 

them is my sense. , , . ^.u 

Mr. Sanders. Obviously we would like to know more about the 
operations of those agencies. . . ,«r 

The Chairman. There is a reason for this line of questioning. We 
have gone through a decade of privatization, and we keep peeling 
things off, and we keep setting up pr'.vate-sector intermediaries and 
organizations, and yet we end up leaving the Government and the 
taxpayer as the payee of last resort to pick up the tab for what 
does not work right. And I have a hunch— and it is only a hunch, 
and so that is why I am asking the questions— that in some of 
these areas, and this may or may not be one, that the people who 
get, into the act to do this make a lot of money at it; and that there 
are very handsome salaries involved. 

As I say, I cannot say that that is ths truth here, and it may not 
be, and if so I want it on the record one way or the other. 

I am astonished at how many ^>eople manage to get into the pipe- 
line on these kinds of things. . 

We savt in some investigative activities that we have been doing 
here on HUD that some people end up making multiples of what 
we pay the President of the United States as an annual salary. I 
use that as a sort of benchmark in my mind. You can use profes- 
sional basketball btars, or baseball stars, but the numbers are so 
astronomical that tiey lose meaning. , n -j c 

But I ihink a g(<od benchmark is what we pay the President ot 
the United States who has got clearly the most important job in 
the country, if not in the world. Whenever I see somebody that is 
01' t there doing a piece of public service work and is ending up get- 
ting paid more than the President of the United States, I immedi- 
ately become concerned about that and wonder if something is not 
o» erating the way it should. .... 

But you have no way of knowing whether there i.'5 that kind of 
mouey out thkjre in terms of the people who are handling these 
chores or not? 

Mr. Sanders. No, I do not. 

Senator Dodd. But— excuse me, Mr. Chairman— but you have the 
authority to get that information? 
Mr. Sanders. No, I do not. . 
The Chairman. He is saving he does not have the authority. 
Senator Dodd. You have i?o authority to get that information? 
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Mr. Sanders. No, I do not. 

The Chairman. See, I think you have got to be able to monitor 
the overhead in order to decide what is an appropriate share of the 
losses to eat at the other end. I do not think the Government can 
hand a bill to the taxpayers of the country when there have been 
transactions behind it that may be out of line that have helped 
produce the loss. 

I mean, it is like we are not connecting all of the connecting 
links properly. Do you share that concern? 

Mr. Sanders. Well right now the way the law connects those and 
sets the percentage rate for reinsurance from the Federal Govern- 
ment is dependent upon the default experience of the guarantee 
agency's portfolio; no other factor. 

The Chairman. Well, but that does not leave you limp in terms 
of being able to take a look at it and say, as an administrator in 

this area I do not like that. ...... 

Have you brought forward a proposal within the administration 
that has been stymied? Or are you in the midst of drafting one? Or 
do you have anything in mind that you think we ought to do in 
this area? 

PROPOSALS on defaults 

Mr. Sanders. Mr. Chairman, we brought forward proposals to 
deal with the default issue. None of those include exercising that 
kind of oversight. 

The Chairman. What do you think of the idea? 

Mr. Sanders. I think it merits looking at in terms of generally 
understanding, if it is specific to what the salary of the CEO is, 
but 

The Chairman. No, no, that is only an illustration. 

Mr. Sanders [continuing]. Generally to the management capabil- 
ity of the agency, I think that is worth considering. 

The Chairman. In 2 years we have had the losses go up $1 bil- 
lion. I do not know if it is kids that are getting good educations 
that cannot go out and find jobs because there is a slack economy. I 
would not think so. The unemployment rate is really quite low. Or 
whether it is the diploma mi) Is that are churning out so-called 
"education" experience that is worthless, and you end up having a 
situation where the student cannot go out and get a job, and 
cannot repay the loan. Or students who basically say I am not 

going to repay it. , , . , , ^ 

But when you have got $1 billion increase, I think you have got 
to go back through the pipeline. You have got to really pui a very 
tight measure around everybody that is in the chain. It sounds like 
to me that the way the system is geared now, that does not happen 
automatically. 

It sounds to me like something needs to be redesigned here. 1 hat 
is part ot what I am gathering as I listen to these answers. 

Mr. Sanders. Yes, and I would agree with you that that extends 
beyond just what we do as an oversight of guarantee agencies. It 
means extending our work with other institutions that provide edu- 
cation and training. 
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I would also though point out, Mr. Chairman, that the increase 
in the default rate is also in part due to the significant increase in 
the volume of loans that has taken place, as Senator Dodd pointed 
out, too. There has been a tremendous increase in the numbers of 
students, and therefore the volume of the loans, and there is a rela- 
tionship there. 

Senator Dodd. That was a policy change, too. 

Mr. Sanders. Correct. 

The Chairman. Let me to go Senator Pressler 

Senator Dodd. Could I just 

Senator Pressler. Thank you 

Senator Dodd [continuing]. If Senator Pressler would not mind, 
just because I am going to have to go, I just want to ask one — 

Senator Pressler. I am going to have to leave in about 2 or o 
minutes. 

Senator Dodd [continuing]. Quick question to follow up on this 
thing. I will be very fast, then. 
Senator Pressler. OK. 

Senator Dodd. I just want to ask about HEAP and \yhether or 
not in your view there is any public interest in keeping HEAP 
from going bankrupt. It seems like an obvious question, but I think 
it is important to raise. And what are the Department's thoughts 
on the advantages or disadvantages of preventing HEAP from 
going bankrupt? ^ , . 

Mr. Sanders. Currently HEAP has a $9.6 billion loan portfolio 
that it has guaranteed. It additionally has a little over $2 billion of 
loans that are in default that it is servicing. If HEAP goes bank- 
rupt, if we are not able to place some other entity or entities in the 
place of the guarantor to service that portfolio, then there could be 
significant losses that I am not able to estimate today to the Gov- 
ernment. But that portfolio could lose its integrity, and we could 
face serious problems. 

So, yes, I do believe it is the interest of the Federal Government 
to see an entity or entities in place to perform the functions that 
are currently being performed by HEAP. 

Senator Dodd. Do you have any idea of the total dollar amount 
of what we are talking about here? 

Mr. Sanders. If they were to go bankrupt? 

Senator Dodd. Yes. 

Mr. Sanders. No, I do not know today. I do have some idea that i 
mentioned in earlier testimony about the outside potential cost of 
options that we are looking at in terms of putting another entity or 
entities in place to perform those functions so that that portfolio is 
secure and those loans are indeed guaranteed, and that relation- 
ship between student, lender, guarantee agency, and the Federal 
Government is maintained. 

The Chairman. I think I have got to go to Senator Pressler. 

Senator Dodd. I appreciate that. I apologize and I thank Senator 
Pressler for that, as well. 

Senator Pressler. It is my understanding that HEAP stopped 
charging a standard 3 percent insurance origination fee in an 
effort to attract more 4-year college type loans into their portfolio. 
In turn, guarantee agencies across the Nation have ceased charg- 
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ing the fees in an effort to be competitive. But this resulted in an 
obvious decrease in revenue coming into HEAF. 

Is this information correct? And do you think this was a wise 
course of action for HEAF to take? 

Mr. Sanders. That information is correct, Mr. Chairman, Sena- 
tor. It is easy to second-guess earher decisions. Obviously had they 
not made that decision, their cash position today would have been 
different. 

Senator Pressler. Now, Mr. Chairman, I have an openmg state- 
ment to place in the record. 

The Chairman. Without objection, so ordered. 

Senator Pressler. I will just read part of it. 

I have ham a strong supporter of the Guaranteed Student Loan 
Program. More than 80 percent of South Dakota college and voca- 
tional-technical students depend on financial aid to continue their 
education. I would recommend that, as we consider this matter, we 
keep in mind the students. There are certainly risks to banles, the 
Federal Government, and other entities. But ultimately the stu- 
dents would suffer the most if anything happened to curtail the 
guaranteed student loan program. 

The financial collapse of the Nation's largest student loan guar- 
antee agency, the Higher Education Assistance Foundation, has se- 
rious, serious consequences. 

[The complete prepared statement of Senator Pressler follows;] 

Statement of Senator Larry Pressler 

Mr. Chairman. I commend you tor calling this hearing on this critically important 
issue. It is very appropriate that the Banking Committee is examining these recent 
developments. 

I am a strong supporter of the Guaranteed Student Loan Programs, More than 80 
percent of South Dakota college and vocational-technical school students depend on 
financial aid to continue their education. I would recommend that as we consider 
this matter we keep in mind the students. There are certainly risks to banks, the 
Federal Government and other entities. But ultimately the students would sutler 
the most if anything happened to curtail the guaranteed student loan program. 

The financial collapse of the nation's largest student loan guarantee agency^ the 
Higher Education Assistance Foundation [HEAFl. has serious consequences. There- 
fore I think it is timely for us to start examining the causes, effects and possible 
solutions right now. I look forward to hearing the testimony of our expert witnesses 
today. 

Mr. Chairman, I might also say that I hope we will be receiving 
testimony from HEAF officials today. Maybe this has been covered 
earlier in the hearing today, but are we going to hear from them? 

The Chairman. Well, we may very well do that. Senator Pres- 
sler. We are sensitive to the notion that the Department is engaged 
in some sensitive negotiations right now, and we want those to be 
able to go forward without any interference or problem that might 
arise. I think today we are trying to stay with a certain scope of 
examination so that the Department has some room to try to solve 
this problem. 

But we do not want to foreclose the possibility of a broader scope 
at some appropriate point, and I will be mindful of your thoughts 

on it. 

Senator Pressler. Good. I have one or two questions for the 
record. 
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The fa^m bill is on the Senate floor today, and I am living over 
there for the time being. I do have a question later for the presi- 
dent of Sallie Mae. I read in their statement that Sallie Mae enjoys 
a triple-A credit rating from the rating agencies. To which agencies 
does that refer'!' And what effect do you believe acquiring the 
HEAF portfolio, as you propose, would have on those ratings? 

That is a question I would like to leave for the president of Sallie 
Mae. I know you folks cannot address that question. 

Mr. Chairman, I have one or two questions for the record that I 
would like to submit. 

The Chairman. Very good. Senator Pressler, and we will have 
those answered for the record. 

I want to just cover one more item, and then we will go to our 
final two witnesses. As I understood the answer a moment ago in 
regard to the HEAF portfolio, there is something on the order of $7 
billion 

Mr. Sanders. $9.6 billion in loans outstanding that are guaran- 
teed. 

The Chairman. Let me get the numbers straight. $9.6 billion out- 
standing 

Mr. Sanders. That is correct. 

The Chairman [continuing]. And the amount in default? 
Mr. Sanders. They have an additional $2 billion of loans that are 
in default that tnev are servicing and seeking to collect. 
The Chairman. $2 billion. 

Mr. Sanders. Mr. Chairman, those numbers are as of Septem- 
ber 30, 1989. 
The Chairman. September 30, 1989. 
Mr. Sanders. Yes. 

The Chairman. Is there a reason why those numbers are so out 
of date? 

Mr. OxENDiNE. That was the last annual report we received from 
HEAF. We are updating those numbers. 

Mr. Sanders. We are cui ^ntly updating those numbers, but that 
is from the last annual ^eport that we have from them. We 
will ^ ^. , 

The Chairman. I assume you have asked them what they thmk 
it is. What kind of an answer are you getting that would be more 
timely than September 30, 1989? 

Mr. Sanders. Do you have a more recent answer? 

Mr. OxENDiNE. My staff very shortly will have the numbers as of 
June 30. 

The Chairman. They are returning phone calls, I assume? 
Mr. OxENDiNE. Yes, definitely. 
Mr. Sanders. Yes. 

The Chairman. When you say "very shortly," do you mean 
shortly today, or tomorrow, or when? 

Mr. OxENDiNE. I would hope this afternoon. 

The Chairman. You will know this afternoon? 

Mr. Oxendine. I would hope I would know this afternoon. 

The Chairman. Any idea? Is there anv range that you anticipate 
here? Does this $2 billion default number look like it is going to 
jump up? 

Mr. Sanders. It will 
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Mr. OxENDiNE. I— I am sorry, Mr. Under Secreta-y. 

Mr. Sanders. We know that it will go up at least by $300 million 
additional, Mr. Chairman. That is HEAF's approximation of the 
value of loans that it is currently holding for which it has paid the 
lenders 100 percent and that it will be submitting to us for reinsur- 
ance claims. So it will at least go up by that $300 million. 

The Chairman. So it looks like it is going to be at least W bil- 
lion that will be in default? Is that correct? 

Mr. Sanders. That is correct. c 

The Chairman. Now without getting into the specifics of your 
negotiations, if you are going to convince somebody else to conne in 
and take this over, and if these are in default and are uncollectible, 
are you not probably going to have to do th\. ^ a baais that at 
some time those losses will have to come on v a ..yj. the tiovern- 
ment and be paid by the Government? 

Mr. Sanders. Well those, Mr. Chairman, ^ lluui has . 
ready been— the reinsurance claims have air i : ► 

then can work those loans to get them into ^ 
law, they then receive 30 percent, sending ' ^ rnr/ " > ■■■. 
cent of what they collect. 

Many of those loans will be worked, and they vvi;. 

ed 

Chairman* I sgs* 

Mr. Sanders [continuing]. And will benefit both the Government 
and HEAF or its successor organization. 

The Chairman. Is this then what gives you that net figure that l 
recall you giving earlier, $100 million? Am I recalling that number 
in a context that is not appropriate to this subject? 

Mr. Sanders. I was looking at a general number that would be 
the outside coat associated with putting a successor agency or agen- 
cies in place to pick up and perform the functions of HEAF . 

With respect to the loans that are already in default, working 
those loans successfully is of direct benefit to the guarantee agency 
bctcause it is able to therefore keep as an asset the difference be- 
tween the amount collected and the 30 percent and whatever it 
costs the agency to actually work and get the loan back into repay- 
ment. So that would not be a cost to them at all, but rather it 
would be a benefit. 

overhead costs of intermediary 

The Chairman. I understand. Well, I am interested in the over- 
head coPts of this intermediary function that is carried out for us, 
They may be entirely appropriate and in line with what common 
sense would say, and I am all for doing things by using a private- 
sector capacity as long as we are not being bled in the name of pri- 
vatization. I would be very interested—again I arn going to use sort 
of the benchmark of what we pay the President of the United 
States— to find out what we are paying people out there, and 1 
would like you to ask. 

So I am asking for the answer from you. If anybody asks why 
you are asking, then you can say you are asking because you were 
asked by the Banking Committee for the answers, and I would like 
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you to get the answers and send them to us. If you find that you 
cannot get them, then let me know that, as well. 

I appreciate the testimony you have all given. There will be addi- 
tional questions for the record for you. 

Let me excuse you at this time and call our next witnesses to the 
table. 

Mr. Sanders. Thank you, Mr. Chairman. 

The Chairman. Thank you, Mr. Sanders. We will just pause for a 
minute while our first witnesses and others have a chance to exit 
the room and we get the room quiet so that we can hear from Mr. 
Franklin Frazier who is the Director of Education and Employ- 
ment Issues of the Human Resources Division of the U.S. General 
Accounting Office. He is accompanied by Mr. Eglin and Mr. Chriss- 
man. We are pleased to have the three of you here. 

Mr. Fraziei; we will make your full statement a part of the 
record, and we would like to invite you now to give us your sum- 
mary comments. 

STATEMENT OF FRANKLIN FRAZIER, DIRECTOR, EDUCATION 
AND EMPLOYMENT ISSUES, HUMAN RESOURCES DIVISION, U.S. 
GENERAL ACCOUNTING OFFICE, WASHINGTON, DC, ACCOMPA- 
NIED BY JOSEPH J. EGLIN, ASSISTANT DIRECTOR, HUMAN RE- 
SOURCES DIVISION, U.S. GENERAL ACCOUNTING OFFICE; AND 
CHRISTOPHER C. CHRISSMAN, SENIOR EVALUATOR, HUMAN 
RESOURCES DIVISION, U.S. GENERAL ACCOUNTING OFFICE 

Mr. Frazier. Thank you, Mr. Chairman. 

We are pleased to be here today to discuss the Stafford Student 
Loan Program. We believe this program is of extreme importance 
to students seeking postsecondary education and to the future work 
force of our country. However, in recent years the student loan pro- 
gram has received much criticism mainly due to its high default 
rate. 

You asked us for our comments on three topics: 
One, how the Stafford Student Loan Program works; 
Two, the growth in the loans guaranteed and defaulted; and 
Three, the concerns surrounding the financial problems of 
HEAF. 

The Stafford Student Loan Programs makes three kinds of loans: 
Stafford loans, supplemental loans for students, and parent loans 
for undergraduate students. Stafford loans are low-interest loans, 
currently 8 percent loans, that are made on the basis of financial 
need. The Stafford Loan Program can provide assistance up to 
about $17,000 for undergraduate students. The Federal Govern- 
ment pays the interest on the loans while the students are in 
achool, and the students generally begin repayments within 6 
months after leaving school. 

The supplemental and parent loans are not awarded on the basis 
of financial need. Interest rates vary annually, currently running 
about 12 percent. Both the parent loan and the supplemental loan 
provide assistance up to $20,000, and repayment starts 60 days 
after the loan is made. 

In 1989 the Stafford program made over 4 million loans in the 
amount of about $12 billion. The program accounts for about 61 
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percent of student aid provided by the Department of Education. 
Both public and private post-secondary schools participate in the 
program. 

Each loan is insured by one of 47 guaranty agencies. The guaran- 
ty agencies have a primary role in administering the program. 
Guaranty agencies can collect an insurance premium of up to 3 
percent for each loan made. They also annually receive a 1 percent 
administrative cost allowance on loans they guarantee each year. 
They serve as a lender of last resort for students who have trouble 
obtaining loans from normal institutions, and they reimburse lend- 
ers for 100 percent of defaulted claims if the loans were properly 
serviced. 

The Department of Education oversees the program, and rem- 
sures the guarantee agencies for 100 percent of defaulted loans, 
except in those cases where the agency has high default rates. Edu- 
cation also makes interest payments to lenders for Stafford loans 
borrowed while students are in school. 

Between 1983 and 1989, program loans have grown from about 
$7 billion to over $12 billion annually. This represents about an 83 
percent increase in student loans. Similarly, the number of loans 
increased by 56 percent from $3 million to $4.7 million. 

During the same period, defaults increased over 352 percent, 
from $444 million to about $2 billion. In terms of program costs, 
defaults increased from 10 percent in 1983 to about 36 percent in 
1989 

Studies show that the default rate differs for different kinds of 
schools. For example, the default rate for 4-year institutions is 
about 10 percent; for 2-year institutions it runs about 20 percent; 
and for proprietary or trade schools, it runs around 35 percent. 

Under normal circumstances, lenders that properly originate 
their loans are guaranteed 100 percent reimbursement for a de- 
faulted student loan by one of the 47 guaranty agencies. The De- 
partment reinsures the guaranty agency for 80 to 100 percent of 
the loans, depending on the agency's default rate. 

When a guaranty agency such as HEAF encounters financial dif- 
ficulties, it is not clear who if anyone, is responsible for honoring 
the guarantee to the lender. The Department has the authority to 
guarantee loans held by lenders. However, it does not have an obli- 
gation to do so. 

Mr. Chairman, this concludes my summary. We will be happy to 
respond to your questions. 
[The complete prepared statement of Franklin Frazier follows:] 
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SUMMARY OP GAO TESTIMONY 
ON THE FINANCIAL PROBLEMS IN THE 
STAFFORD STUDENT LOAN PROGRAM 

Th« Stafford Student Loan Proqraa (fonarly eallad thm Guarant««d 
Studant Loan Proqraa) aakaa thraa kinds of atudant loans: Stafford 
Loanii Supplaaantal Loans for Studsnts (SLS) , and Parsnt Loans for 
Undsrqraduats studsnts (PLUS). Stafford loans ars low intsrsst 
(currsntly 8 psresnt) loans mads on ths basis of financial nssd; 
ths fsdsral govsnmsnt pays intsrsst on ths loan whils studsnts ars 
in school; and studsnts gsnsrally bsgin rspaynsnt within 6 months 
aftsr Isavin^ school. SLS and PLUS loans ars not bassd on 
financial n i; intsrsst ratss vary annually (currsntly 11.49 
psresnt); boxh can provids assistanca up to $20,000; and rspaytnant 
gsnsrally bsgins 60 day; aftsr ths loan is mads« 

In 1989 1 ths Stafford Studsnt Loan Program mads ovsr 4 million 
loans in ths amount about $12 bill ion « Ths program accounts for 
about 61 psresnt of studsnt aid providsd by ths Ospartmsnt of 
Education* Both public and privats postsscondary schools 
participats in ths program. Each loan is insursd by ons of ths 4 7 
stats or nonprofit gua. nty agsnciss which adninistsr ths program 
and rsport to ths Dspartmsnt of Education « Guaranty agsnciss can 
collsct an insurancs prsmium of up to 3 psresnt for sach loan; thsy 
ssrvs as Isndsrs of last rssort for studsnts unabls to obtain loans 
through othsr Isndsrs; and thsy rsimburss Isndsrs for lOO psresnt 
of dsfaultsd claims if ths loans wsrs propsrly ssrviesd. Ths 
Dspartmsnt of Education ovsrssss ths program; rsinsurss ths 
guaranty agsnciss for 100 psresnt of dsfaultsd loans, sxcspt in 
thoss casss whsrs ths agsnciss havs high dsfault ratss; and ma)css 
intsrsst payasnts to Isndsrs for Stafford loan borrowsrs whils thsy 
ars in school. 

GROWTH IN LQXMS- DEFAULTS, AUD PROGRAM COSTS 

Bstvssn 1983 and 1989, loans grsw from about $7 billion to ovsr 
$12 billion annually««an 83 psresnt inersass. Similarly* ths 
nuBbsr of loans incrsassd 56 psresnt from 3 million to 4.7 
million. During ths sass psriod, dsf suits incrsassd 352 psresnt 
from $444 million to $2 billion. In tsras of program costs, 
dsfaults incrsassd from 10 psresnt in 1983 to about 36 psresnt in 
1989. 

FIHAKCIAL RISKS ASSOCIATED WIT H fiTODEWT LOANS 

Undsr normal eircumstaness Isndsrs that propsrly originats and 
ssrvies studsnt loans ars guarantssd 100 psresnt rsimburssmsnt by 
ons of ths 47 guaranty agsnciss. Ths Dspartmsnt rsinsurss ths 
guaranty agsnciss for 80 psresnt to 100 psresnt of loans dspsnding 
upon thsir dsfault ratss. In ths cass that a guaranty agsncy 
sneountsrs financial difficulty* such as HEAFi who would honor ths 
guarantss for ths Isndsr bscomss unclsar. Ths Dspartmsnt has 
authority which it can uss to guarantss loans hsld by Isndsrs; 
howsvsri thsy do not havs an obligation to do so. 



41 

Mr. Chairman and Mambara ot tha Comalttaa: 

Z am plaaaad to ba hara today to dlscuaa tha Stafford Studant Loan 
Proqram. Thla program la of axtrama iaportanca to atudanta 
aaaJcing a poataacondary education and to tha futura worK forca of 
our nation. Howavar, in racent yaara it haa baan tha subjact of 
graatar acrutiny and much of that haa focuaad on thoaa 
atudant*borrow«ra who hava dafaultad on thair loana» and tha 
raaulting financial liability to the fadaral govarnaant. 

I will focua ay comaanta today on (1) how tha Stafford program 
worka, (2) tha growth in loans guarantaad and dafaultad, and (3) 
tha concarna surrounding the financial problama being expariancad 
by the Higher Education Aaaiatanca Foundation (HEAF) • 

MAJOR FINANCIAL AID PROGRAMS 

The Oapartment of Education offers seven major student financial 
aid prograna* These programs were established by title IV of the 
Higher Education Act, as amended, and include Pell grants, 
Supplemental Educational Opportunity Grants, College work study, 
Perkins loana, Stafford loans, Parent Loans for Undergraduate 
Studenta (PUIS) , and Supplemental Loans for Studanta (SLS) • For 
fiscal year 1990, tha Departnant estimates that the seven programs 
will make almoat $18 billion of student aid available through over 
9.7 million awards. (See table 1.) 
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Tabla 1! g»tiaAtad Aid Availnbf and Numb#r of Awarda for tht 
Savn Mmio r financial Prnnirmmm ^Fiaenl Var 1990^ 



Nuab^r of 

Aid avftilAbls awards 

Aid nrooraa fin Billiona) r in thouaanda^ 

Pall grants $4,763.0 3,214 

Supplaaantal grants 487.9 678 

WorK study 823.3 876 

ParKlns loans 860 0 804 

Stafford loans 8,769.0 3,331 

PLUS 827.0 258 
SLS 1^368, Q 

Totals $17,898.2 9,706 



Tha Stafford Studsnt Loan Program, forasrly callad tha Guarantaad 
Studant Loan Progran, consists of Stafford, PLUS, and SLS loans. 
Thasa thraa kinds of loans will rapraaant 61 parcant of fadaral 
studant aid mada availabla in fiscal yaar 1990. Thasa loans ara 
guarantaad by tha fadaral govarnnent against borrowars* daath, 
disability, bankruptcy, and rainsurad to tha guaranty agancy 
against dafault. Banks, cradit unions, and savings and loan 
aasociations ara tha primary providars of studant loana. 

Tha thraa typas of loans diffar somawhat in thair tarms and 
conditions and I would lika to highlight soma of thasa diffarancas. 

Stafford Loans 

Stafford loans— formarly called guarantaad studant loans — ara tha 
largast of tha thraa loan typas (80 parcant of loans guarantaad in 
1990) and hava baan availabla sinca tha program waa craatad as 
part of tha Highar Education Act of 1965. Tha loans ara baaad on 
tha atudant*borrowar*s financial naads, howavar, borrowars do not 
hava to damonstrata thair cradit worthinass. Othar kay facts ara: 



—Intaraat ratas for naw borrowers ara 8 parcant for tha 
first 4 years of repayment and 10 percent aftar that. 
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—NaxiauB loan Halts ar« $17,2S0 for und^rgraduatts and 

$54,750 for graduata ttudonts. 
"--Borrowers generally hava a 6-month graca pariod aftar 

laaving achool bafora repayaant bagina. 

PLUS Loana 

Thaaa loans anabla parants to borrow funds for aach dapandant 
studant (thosa who ara not genarally rasponalbia for thair own 
financial support) anrolled at a school. Thasa loans basically 
startad in 1981 and ara not na^ds-basad. othar kay facts ara: 

--Intaraat ratas ara variabla and ara datarainad onca a yaar 

with a cailing of 11.49 parcant, which is tha current rata. 
"MaxiBun loan lioits for aach dapandant ara $4,000 par yaar 

to a total of $20,000, 
-*-7hara is nomally no graca pariod and payment of principal 

and interest must generally begin within 60 days after tha 

loan is made. 

SLS Loans 

These loans are available to independent undergraduates (those 
students generally responsible for their own financial support) and 
graduate studenta. These loans basically started in 1982^ and 
like PLUS loans are not needs-based. Also like PLUS loans, SLS 
loans genarally have the same interest rate, borrowing limits, and 
no grace period. However, legislation passed in December 1989 
restricted tha availability of SLS loans for such factors as the 
school's borrower default rate and the lack of a high school 
diploma or a general equivalency degree. 



^SLS were part of the Auxiliary Loans to Assist students program 
prior to 1986 and their tenas and conditions are similar, and both 
are reported by the Department as SLS loans, 
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HOW THg STAFFQRP STODEKT LOAN P^QCPAM QPgttATES 

Th« proqiraa involves fiv« parties: itudcntii schools, IsnuV. 
guaranty agsnoiss^ and ths Dspartmsnt of Education* I would lilcs 
to provlds aovs inforaation on sach party, using Stafford loans as 
a cass sxaspla. (Ws havs attachsd a chart that displays ths lifs 
cycls of a Stafford loan.) 

Ths Studsnt 

Ths etudsnt initiatss ths loan procass, Ths studsnt providss 
eligibility inforaation to ths school, applisa to a Isndsr for ths 
loan aftsr ths school approvsa sliqibility, arrangss for rspaytnsnt 
with ths Isndsr, and rspays ths loan. Stafford loan borrowsrs 
rscsivs a fsdsral subsidy throughout ths psriod of tlisir loans, 
including a bslow narkst intsrast rats, and naks no payssnts on ths 
loan '/hils thsy «ttsnd school. Ths studsnt rspays ths loan aftsr 
conplatlng or othsruiss leaving school. Bstvssn fiscal year 1983 
and 1989 f ths nu9bsr at Stafford loans guarantssd sach ysar will 
havs incrsassd froa about 3 million vo almost 4.7 million* 

Thm S(2hQoi 

Ths schools verify stu^snts^ sligibility and ths anount of 
financial aid nssdsd* Thsrs ars about 8,000 schools participating 
in ths Stafford program. Ths kinds of schools participating in 
ths program ars catsgori^sd by: 2 -'ysar public, 2«ysar privets, 
4-ysar public, 4«ysar privets, and propristary (for profit trade 
and vocational) schools. 
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Undttri mMkm loans und«r thm prc^raas^ guartnty proviiions, and 
aust axareisa propar oara in nakinq, sarvicingi and collacting 
thav* Landara bill tha Oapartmant aacii qp^artar for tna fadaral 
intaraat aubaidy Qcyvant for tha loans thay hold. Thaaa payxaanta 
includa (1) th^ #rudanta* intaraat whila thay ara in achooi, and 
(2) during tha Ufa of tha loan, an intaraat aubaidy that ia 
intand«bd to r^^vida landara with a naar-aarkat rat:a of atum. If 
borrovara fail to rapay loans, landara fila dafault claiaa with the 
guaranty aganoy, but cannot ba raimburaad for thair claims until 
borrovara hava baan at laaat 180 daya dalinquant. Thay also 
racdiva 100 parcant raiabursamant if thay hava follow required 
procedures* 



Thsra are ovar 12,000 lenders partricipatirig in tha pro^raa. As of 
Ssptaabar 30, 1989, they held about $50 i^illion in outstanding 
loans* Host of thm loans ara held by a avail nunber of lenders. 
Por axaaplsi 25 landara had 54 percent of the $50 billion 
outstanding^, and one organization — tha federally chartered Student 
Loan Marketing Aasociation— had 27 percent ($13.5 bilxion) of the 
total* (Sea table 2.) 

TmMm 2! Ten Leroeefc Holdera in the Stjafford Loan Program (aa 
ft# Sepfcettber 3Q. Iyfl9^ 
(Dollars in aillions) 

Lpan holder Aaount outetandinc 

Studsnt Loan Marketing Association $13,483.3 

Citibank (New York) 2,104.2 

California student Loan Finance Corp. 1,147.0 

Kebraaka Higher Education Loan Prograo 1,057.8 

Chase Manhattan Bank (Hav York) 954.7 

Chaaical 'Mink (New York) 858.4 

New England Education Loan Mktg, Corp 776.2 

Penn. Higher Education Assistance Agency 521*3 

Marine Midland Bank (New York) 503.1 

Hanufaoturara Hanover Truat Coapany 456.3 
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Thm ultimat* riaJt to i«nd«ri today is S50 billion plus accrued 
int««»t, aiiuainq that tha S50 billion in outstanding Stafford 
loans at tha and of fiscal yaar 1999 was not quarantaad bacausa 
all guaranty aganciaa wara insolvant, and thm govamaant failad to 
provida a guarantaa. This maximum liability also assumaa that no 
pan of tha $50 billion in loans wara rapaid. From a practical 
point, howavar, tha Dapartmant said that borrowara rapay 
approximataly 89 parcant of tha amounts dua. 

Th^ Guarant^Y Aqgncv 

Tha guaranty agancias carry out savaral tasks, including: (1) 
issuing guarantaas on qualifying loans, and whan borrowars fail to 
rapay thair loans dua to daath, disability, bankruptcy, or dafault, 
reimbursing landars for thair claims; (2) charging studanta an 
insuranca premium of up to 3 percant of tha loan; (3) varifying 
that landars proparly sarvica and attampt to collact loans bafora 
tha agancy pays dafault claims; (4) coilaoting tha annual 1 parcant 
administrativa cost allowanca tot tha Dapartmant; and (5) 
collacting on loans thay retalnad aftar paying landmrs claims, 
ramitting to tha Dapartmant its portion of oonifts tha agency 
ttubsaquantly collact from dafaultad borrowars. 

If landars choosa not to maka loans to aligibla students—for 
example, those attending schools with high default ratas— -the 
guaranty agency must find another lender or become tha ••lander of 
last resort" itself. There are 47 guaranty agancias— cJzata 
agencies or private nonprofit organizations— that report to the 
Department of Education on their administration of the program in 
the 50 states. District of Columbia, the Pacific Islands, Puerto 
Rico, and the Virgin Islands. 

The risks to the guaranty agencies relate raoatly to the difference 
between what it receives in reinsurance from the Department, and 
what it pays to landers for their default claims. The reinsurancs 
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rata (100/90/80 p«rc«nt) to quarartor* dap«nd« on th« «q«nci«« 
rwching a certain d«tault rat« thrashoU during aach fiacal yaar. 
For aKaapla, if • guaranty agancy'a dafaulta in a fii-oal yaar reach 
5 parcant of loana in rapayaant. at tha and of tha pravioua fiacal 
yaar, ita rainauranca rata would ba 90 parcant for cha raeaindar of 
tha fiacal yaarj if ita dafaulta raach 9 parcant of loana in 
rapayaant, tha rainauranca rata dacraaaea to 80 parcant. Tha lowar 
rainauranca rata ranaina in effact for the reraaindar of tha fiacal 
yaar. With tha atart of tha naw fiscal yaar, guaranty agoncias are 
again reimburaad for 100 parcant of their claia payments to landers 
until they reach tha default rate thresholds. 

The Dapartnent of Education is reaponaibla for adminiataring the 
Stafford program and for overseeing tha activities of the various 
participants. It paya lenders interest subsidies, and reimburses 
guaranty agencies for up to lOO percent of lenders' default claims. 
To partially offset program costs, the Department charges borrowers 
a 3 percent origination fee. It also receives payments from the 
guaranty agencies on collections from reinsured defaulted loans. 

The federal government's risk on defaulted loans is, in general, 
the amount of moniea it paya in reinsurance, less any amounts it 
receivea in the subsequent collection of defaulted loans. Its 
risk in a worst case scenario could be 20 percent of outstanding 
loans. This assumes that all loana outstanding— approximately $50 
billion— defaulted today, and all guaranty agencies would be 
insolvent. From a practical point, however, any expected loss 
would be much less. The net default rate for Stafford loans is 
about 11 percent; moat borrowers repay thtir loans. In addition, 
the Department has said it historically has repaid reinsurance at 
approximately a 95.5 percent rate. Also, if guarantors become 
insolvent, their assets in any liquidation could also be available 
to offset lenders' defaulted loan claims. Therefore, any expected 
loss attributed to all guarantors becoming insolvent would be much 
less because not all outstanding Stafford loans would default. 
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gTAPTORD PprtrtPAM PEPSPECTIVE 

Th« D«parta«nt astiaataa that in fiscal year 1995, total loans 
outstanding will b« about S70 billion. Now I would liks to provids 
a furthar parspactivs on the Stafford program in taras of loan 
growth, dafaulta, and program costs. 



T.n«n Growth 

Tha Stafford program has grown during tha 1980s, especially since 
1983. Tha amount of new loans guarantead^ through fiscal year 1989 
for the entire program increased 83 percent since 1983. Not 
unexpectedly, because PLUS and SLS loans were basically just 
starting during this period, their growth rates ware high—407 
percent and 1,832 percent, respectively. (See table 3.) 

Tabla 3; Loan Volu m i* H^a sub^ti^ntiallv Tncreagerl Sincfl FlaCtti 
'^■ar ^-98 3 

(Dollars in millions) 

Loans guaranteed 
Fiscal year Fiscal year Percent 
Tv»<i of loan 1983 _12fl2 inarSAM 

Stafford $6,537 $9,593 47 

PLUS 1*7 746 407 

i£s 110 . 2.128 1.832 

Total program $6,794 $12,464 83 



^Loans guaranteed represent commitments made to lenders by 
guaranty agencies. However, actual loan disbursements would be 
less in those instances where students decide not to enroll in 
school and the loan was cancelled. 
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n^fnult Grovth 

Defaults have risen dramatically. Defaults for the tccal program 
increased 352 percent in the last 6 years. Stafford loan defaults 
went up 278 percent from fiscal year 1983 through fiscal year 1989, 
while PLUS and SLS loan increases were 6, 525 percent and 112,73 0 
percent, respectively. (See table 4.) 



Table 4; Defaults Have Dramaticaljly Incre ased Since Fiscal 
(Dollars in thousands) 



Type of loan 

Stafford 

PLUS 

SLS 

Total program 



Default pavmentia t^a lenders 
Fiscal Fiscal Percent 

year 1989 



year 1983 

$444,022 
483 



$li679,000 
32f 000 

299.000 



$444,770 $2,010,000 



increase 

278 
a 



352 



^Default rates for PLUS and SLS increased 6,525 percent and 

112,730 percent, respectively, ov .he 6-year period. However, 
these loans were relatively new ar.a the eligibility for SLS loans 
had been liberalized in the last 1 years. By all indications, 
default rates are rising rapidly for those two types of loans. 



Although both loan volume and loan defaults have increased 
dramatically over the last 6 years, the increase in defaults has 
fa.' exceeded the increase in loan volume. For example, as I pointed 
out earlier, total loans increased 83 percent from fiscal year 1983 
through 1989, while defaults increased 352 percent— four times 
faster than loan volume. The Department attributes a large portion 
of these default increases to the four-fold increase in Stafford 
loans from 1977 to 1983. 
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p^^vma goaf 

AS a portion of total program coats, dafault coats^ hava riaan from 
about 10 parcant in fiacal yaar 1980 to 36 parcrnt in 1969. 
Intaraat aubaidiaa hava dacraaaad aa a portion of total coata, and 
wara about 60 parcant of tha program* a coata in 1989. Othar coata, 
including tha Dapartaant'a axpanaaa for othar claima, auch aa daath 
and diaability, hava lavalad off to 4 parcant of program coata in 
198^. (Saa figura 1.) 

Fitnir^ 12 Dftfaulfea Ara B^Gomina A Graaf r Portion of Program Coata 




■■■■ MaMrcDM 

mmm MaiiMmMBiainaM 



^Tha daiault coats r«pre««nt payroents to guaranty ag«ncie«. 
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rnuffBPMa ABn trr THK fimamptat. CONDITIQW or 

yllB' HtShBR F nt'rlTTQM xkcTfiTAUrF FQtiNDATTQM 

I would now li)c« to focu« on th« ptobl«M currently f«c«d by HEAT. 
I want to first compar* HEAF'a loan and d»*auit volua* with othar 
guaranty aganciaa. Than, Mr. Chairman, I •haii aidra»« tha thraa 
araas about HEAP that tha Comaittaa ia Boat intaraatad in: (1) what 
is tha rialc facad by landara who hold loana guarantaad by HEAP? (3) 
what is tha riaK facad by tha studant Loan Markating Aaaoriation 
(Sallia Maa)? and (3) what cost* may ba incurrad by tha fadaral 
govarnmant if HEAF bacofflsa insolvent? 

HBXP'a LQgn VQluma 

Whila Boat guaranty aganctas generally serve only one state, HEAF 
and United Student Aid Funds, Inc. (USAF) , are national guarantora 
and have been designated by several states to serve as their 
guarantor. As a lesult, HEAF is tha designated guarantor for the 
District of Columbia, Kanaas, Minneaota, Nebraska*, West Virginia, 
and Wyoming. 

in recent yeara HEAF haa been the largest guarantor in the Stafford 
program. However, as shown in table 5, HEAF's share of loana began 
to decline in fiacal year 1989, from over 20 percent in each of the 
previous 3 yaars, to 14.4 percent in fiscal year 1989. In 
addition, HEAF's share of new loana guaranteed continued to decline 
so far this year, repreaenting 12.2 percent of all loana guaranteed 
during tha first 6 montha of fiacal year 1990. 

KEAF attributed its decl/ne in new loan guarantees to its decision 
in July 1988 to ceaae guaranteeing loans in 18 states because its 
loan portfolio mix that year waa ' istly (70 percent) for students 
attending proprietary achools. Default rates on loana made to these 

^The state of Nebraska has designated two guarantors, HEAF and 
Che Nabraaka Student Loan Program. 
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studsnti ar« Buch high«r than ara dafault rataa tor atudanta 
attanding 4-yaar aehooia. HEAP aald that tha changa aada in 1988 
raducad ita 1969 portfolio of loana co borrowara attanding 
prppriatary achpola to 35 parcant, down froa 70 paroant. 

Tahin St Hgxr H«« Had tha Laroa^t shara of Loan Dollara Guaranteed 
(Numbara ara parcantagaa) 

Fitteal vaar 

Aaanev 12U iiSI liU 

HEAP 21.9 27.6 26.9 14.4 

USAP 6.4 8.4 10.3 12.8 

California 7.9 7.7 8.0 9.6 

Nav Vork 9.6 8.3 7.9 7.9 

Pannaylvania 5,7 6.2 6.8 8.1 

Sourca: Oapartaant of Education 

^yAP'g Dftfaulfc Voluma 

Aa tha largaat guarantor ot atudant loana i HEAP ia alao th« biggaat 
payar of dafault claima to landara. During tha laat 4 fiiacal 
yaara, HEAP* a ahara of dafault ulaina paid to landara haa incraaaad 
aignificantly from 12.0 parcant in 1986 to 38 « 7 parcant in 1989. 
Tabla 6 ahova that HEAP 'a ahara of dafault elaiaa ia much higha.r 
coaparad to tha four aganciaa guarantaaing tha naxt largaat nuabara 
of Stafford loana. In contraat, Pannaylvania ^ a dafault ahara 
ataadily daclinad during tha pariod. 

rmhlm 6s HEXy HAm Had fehft L araaar Shar> of Dafault Dollars 
(Nuabara ara parcantagaa) 

Fiaeal vaar 

Agancv m£ 1887 12AA 3^ 

HEAP 12.0 24.9 35.0 38.7 

USAP 5.4 5.3 5.6 7.0 

California 12.7 8.9 6.8 8.9 

Naw York 15.1 11.7 9.4 9.8 

Pannaylvania 6.7 4.8 3,7 2.6 

Sourca: Oapartaant of Education 
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Figura 2 show* that HEAF's shac* of dafault claioa paid to landara 
ineraaaad aa ita Loan volusa ranainad ataady and subaaquantly 
daoraaaad* 

Flmir* 2! mxf'a Shar« at TotA\ Stafford Pt-aaram Oagaulfca Nov 
ExeaodM If Sh«r« af Loan Voluma 
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p<«i> t^Q LT tdars wlt!h HEAF-Guaranf gd Loans 

Undar noraal circumitancM, lenders are reimbursed 100 percent for 
default clairis if they properly originate and service their student 
loans. AS a result, lenders with HEAF-guaranteed loans are paid the 
full amount of their defaulted loans if they followed established 
procedures, HEAF told us that as of July 17, 1990, it had S8.8 
billion in outstanding guaranteed loans. Therefore, if HEAF ceased 
operations that day, that amount—and any accrued interest—would be 
the maximum risk for these lenders on theJr loan portfolios if 
borrowers stopped making or never made any payments. This also 
assumes that the government would pay no reinsurance on lenders* 
default claims. of course in a liquidation, HEAF's assets could be 
available to help offset lenders default claims. HEAF also reports 
that 10 lenders held about 7 5 percent of its outstanding loans as of 
July 17, 1990. 

Ria)c to Sallift Mae 

As I stated earlier, lenders have some risk in the Stafford program 
if they fail to follow proper procedures in originating and 
servicing a loan. Sallie Mae*s risk would be no different than 
other holders of student loans. HEAF reports that Sallie Mae has 
the largest share of HEAF-guaranteed loans, almost $2.9 billion as 
of July 17, 1990. 

Risk to t hfl Fcder^tl Govarnment 

If HEAF should fail and is unable to meet its commitments to pay 
lenders for defaulted guaranteed loans, the question becomes: is 
the payment of lenders' default claims a responsibility of the 
federal government? Under the Higher Education Act, as amended, 
the Department of Education has no direct legal obligation to 
lenders if a guaranty agency, such as HEAF, becomes insolvent or 
otherwise fails to meet its obligations. The contract the 
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D«parta«nt •nt«r«d into with th« guaranty agency doM not extend to 
the lender— the Department is not iniuring lenders. Therefore, the 
Oepartaent has no legal responsibility to pay lenders claims if heaf 
should fail. 

However r the Secretary of Education has broad legal powers in 
connection with the Stafford Student Loan Program which may be used 
in such cases. Although not required or obligated by the law to 
take any particular action ^ the Department could assert that it has 
the authority to pay landers' claims on defaulted student loans. 



Mr. Chairman, that concludes my statement. My colleagues and I 
would be happy to answer any questions you or other Committee 
members may have* 
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STATUTORY AUTHORITY TO ASSURE REPAYMENT 

The Chairman. Mr. Frazier, does the Education Department 
have adequate statutory authority to assure lenders that they will 
be repaid for losses if their guarantor fails? 

Mr. Frazier. Mr. Chairman, our reading of the statute says that 
the guarantee goes to the guaranty agency from the Department, 
and that the guaranty agencies have the responsibility for guaran- 
teeing the student loans. 

I think the question that you are raising is a very difficult ques- 
tion, and it is one that is being sorted out at this time. I honestly 
do not know if they have the authority to do so. I think the Depart- 
ment is struggling with that very question. 

The Chairman. Well it is a pretty central question with this 
problem. I appreciate your honesty in answering it. So I take it 
that we do not have a clear answer right now. 

Mr. Frazier. No, sir, Mr. Chairman. 

The Chairman. I think that has got to get clarified promptly, be- 
cause we do not want lenders backing away as we head into the 
new school year. 

Mr. Frazier. Before coming up for our testimony we asked our 
general counsel to look into that particular issue, and it seems to 
us that the statute is unclear; that the Department does not have 
an obligation to the lender. However, they do hove some authority 
that they could possibly wield to guarantee the loans. 

regulatory and SUPERVISORY AUTHORITY 

The Chairman. Let me ask you, in your opinion does the Educa- 
tion Department have adequate regulatory and supervisory author- 
ity over the guarantors? 

Mr. Frazier. I believe that they have adequate authority. How- 
ever, whether they have sufficiently exercised its authority is an- 
other question. We believe that the Department of Education has 
the authority to regulate the guaranty agencies, and we have made 
some recommendations in the past that the Department take on 
additional responsibilities, such as retaining certain kinds of re- 
serves. 

Perhaps my colleague, Jay Eglin, can elaborate a little bit on 
that. 

The Chairman. I would like to hear that. 

Mr. Egun. Our reading of the law suggests that the Department 
does not have the explicit authority to regulate the guarantv agen- 
cies. The law does not really address that issue. It appears that the 
Department does have some genera) authority which it could use to 
regulate the agencies, or to provide some guidance. 

And as Mr. Frazier mentioned earlier, we did provide some sug- 
gestions earlier on establishing guaranty agency cash reserves, be- 
cause they were basically unregulated. 

The Chairman. When was that done? 

Mr. Egun. I believe it was in July 1986. There waj*»a recommen- 
dation that we provided to the Secretary of Education. 
The Chairman. And was it implemented, do you know? 
Mr. Egun. No, sir. 

The Chairman. It was not implemented? 
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Mr. Egun. No, sir. ^ ^ ^ 4. „ *. 

The Chairman. Have you made any further attempt to try to get 
those kinds of safeguards in place? Or was it simply the one time 
in 1986 when you recommended it, and your recommendation was 

^^Mr^EGUN. There was some action by the Budget Conjmittee to 
provide guidance and guidelines to bring down some of the agency 
reserves several years ago, and I think that was just completed last 
j^ear. There has been no further action in the last year, to my 

^The^HAiRMAN. Would you send us a copy of whatever that set of 
recommendations was that you made to the Secretary? 

Mr. Eglin Sure. ^ „ ^ 1 i.^ 

The Chairman. Were there discussions, a follow-up to the letter, 

^'^Mr^ Eglin. The discussions evolved around the agencies. The fi- 
nancial picture of the agencies has changed in the last 4 to 6 years. 
At the time, they had considerably more reserves than they do 
today. There was concern about who owned the reserves, the agen- 
cies or the Federal Government. 

The CHAmMAN. Why have the reserves gone down? 

Mr Egun. Well, as HEAF has found out, and as the Department 
has testified, the number of loans in default has increased substan- 
tially. The reserves are a primary source of how the guaranty 
agencies pay their insurance claims to lenders. ^. , 

The Chairman. And I believe we have established today that 
there is no requirement of a reserve that has to be maintained, is 
that correct? 

Mr. Egun. That is correct. 

Tho Chairman. There probably should be, should there not? 

Mr. Egun. Yes. And some states do provide some guidance to 
their agencies, but the Department does not. . _ , , 

The Chairman. In your view, did the Education Department do 
all that it could have to prevent or ease the situation constructive- 
ly? 

Mr. Frazier. Mr. Chairman, I do not know. I cannot really le- 
spond to that particular question, because I do not know what the 
Department of Education has done with regard to HEAF. 

The Chairman. I think that we may have to find the answer to 
that question, and I appreciate your candor in saying that. Ihis is 
a new problem. 

Mr. Frazier. It is a new problem; that is correct. 

The Chairman. But 1 think it would be useful to examine that 
and see if we cannot get an answer for that. So we will follow up 
with you on that. 

Mr. Frazier. Yes, sir. . • 

The Chairman. Do you know of any other guarantors that are in 

danger of failing? 
Mr. Frazier. No, sir, we do not know. 

The Chairman. Are there incentives out there that would cause 
a guarantor to maintain adequate capital? ^ ,, 

Mr. Frazier. To maintain adequate capital? Well, if you are talk- 
ing about the reserves, to our knowledge, there is not a require- 
ment to maintain a certain reserve. That would be going back to 
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the question that you were raising just a few moments ago. We be- 
lieve that is the answer to getting the adequate capital for the 
guaranty agencies. , , ^ , 

The Chairman. Well, I asked the question to establish for the 
record that it does not appear that we have a procedure in place 
that really structures and defines this question of, in effect, ade- 
quate capital or adequate reserves. 

Mr. Frazizr. Eight. 

The Chairman. And it seems to me that that is som«ithing we 
had better take care of, is it not? 

Mr. Frazier. It appears to me that when the program was struc- 
tured, a certain default rate was permitted before the guaranty 
agency would suffer loss. For example, an agency could lose up to 5 
percent without suffering a loss. To offset these J'osts the agencies 
collected a one-time insurance fee of 3 percent of loans guaranteed. 
Besides that, the Department of Education pays the agencies an ad- 
ministrative fee and 30 percent of whatever the agencies collect on 
defaulted loans. 

I think that when the program was structured in that particular 
way, funds from these fees would be sufficienl to cover the agencies 
dsrsult costs* 

The Chairman. Do you have any sense for what the overhead 
costs are in these guarantors? You probably heard ine asking that 
question earlier. 

Mr. Frazier. No, sir, I do not have an answer. 

The Chairman. What is the exposure of banks? This overlaps an 
earlier question, but I want to ask it this way. What is the expo- 
sure of banks to student loan guarantors in general, and what 
would that exposure to banks be with respect to HEAF? 

Mr. Frazier. Well, I can only answer that question in a very gen- 
eral way. Today there is about $50 billion in loans outstanding. If 
the banks have lenders who nave properly serviced their loans, and 
if the guaranty agency is in place, there is very little exposure to 
the banks. 

But if the guaranty agency disappears, the banks exposure could 
change. The Federal Government, in effect, already insures about 
80 percent of the loans. So the exposure to the banks without a 
guaranty agency could be about 20 percent. However, that goes 
back to the question of whether or not the Department of Educa- 
tion will take the option to insure the loans. 

The Chairman. Do we know if there are particularly large con- 
centrations at individual banks? Would you know that, offhand? 

Mr. Frazier. There are a few banks that have most cf the loans, 
and if you would turn to page 5 of my statement you will see 
HEAF's, outstanding loans. 

Mr. Crissman. Mr. Chairman, 25 le-iders hold approximately 54 
percent of the loans outstanding. This is nationwide in the pro- 
gram. 

The Chairman. Twenty-five lenders? 
Mr. Crissman. Right. 

The Chairman. They hold 54 percent of the total loans, is that 
right? 
Mr. Crissman. Yes. 
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The Chairman. And you said that figure was approximately $50 
billion? Was that the number, Mr. Frazier? 
Mr. Frazier. That is correct. 

The Chairman. Can you tell us what is the exposure of Sallie 

MaetoHEAF? . ^ • u * 

Mr. Frazier. We did look into that, and gross exposure is about 

$3 billion. . , o t i-u 

The Chairman. Now "gross meaning what? Is there another 

way to look at it? . i mo 

Mr. Frazier. That means that HEAF insures approximately $d 
billion of Sallie Mae's portfolio. And this assumes that al) loans 
would default, and that neither the guaranty agency or Federal 
Government would pay lenders' default claims. 

COST TO government IF HEAF FAILS 

The Chairman. Do you have an estimate of the range of possible 
costs to the Government that HEAF's failure might bring about? 

Mr Frazier. No, sir. And that is because it is a very complex 
question. It depends on the assets of HEAF. It depends on the hold- 
ers against those assets. And it is a very tough process to get 
through to make some estimate about the costs of the failure. 

The Chairman. I know it would be difficult under any circum- 
stances, but is the newness of this problem part of your answer? 

Mr. Frazier. Certainly the newness, Mr. Chairman, is a part of 

the problem. . , , . 

The Chairman. In a matter of weeks might you be in a position 

to give us a more precise estimate? 

Mr. Frazier. Well, Mr. Chairman, we certainly will try. I do not 
know exactly how close we could get to an absolute answer, but we 
certainly could try in a couple of weeks to give you an answer. 

The Chairman. Very good. I think you have given as what you 
can at this point, and I thank you for that. I am going to give you 
some questions to answer for the record. . 

The Chairman. I think we will excuse you now as a panel of wit- 
nesses, and I want to move to our final witness. 

Mr. Frazier. Thank you, Mr. Chairman. 

The Chairman. Thank you, Mr. Frazier. 

Let me invite Mr. Hough, who is the president and CEO of the 
Student Loan Marketing Association, to come to the table. 

Mr. Hough, let me just say that last evening we were in session 
in the Senate on the Farm bill until about 1 a.m. We started earli- 
er this morning on that bill again. We had a hearing on this com- 
mittee here earlier this morning that lasted some hours, interrupt- 
ed by votes at different times, and I am verv sensitive about mis- 
pronouncing people's names. I want to apologize for that in my 
haste earlier, but we are pleased to have you, and we would like to 
hear your comments at this time. 
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STATEMENT OF LAWRENCE A. HOUGH, PRESIDENT AND CHIEF 
EXECUTIVE OFFICER, STUDENT LOAN MARKETING ASSOCIA- 
TION [SALLIE MAE], WASHINGTON, DC, ACCOMPANIED BY TIM- 
OTHY GREEN, EXECUTIVE VICE PRESIDENT AND GENERAL 
COUNSEL, STUDENT LOAN MARKETING ASSOCIATION 
Mr. Hough. Thank you, Mr. Chairman. j u f«« 

Mr Chairman, I am Lawrence A. Hough, president and chief ex- 
ecutive officer of the Student Loan Ma^-keting Association, better 
known to many as Sallie Mae. This afternoon I have with me Tim- 
othy Green, executive vice president and general counsel of our 

^°SalS^^Mae is a federally chartered, stockholder owned corpora- 
tion which provides the Nation's largest single source of financing 
for postsecondary education. We were created by Confess in the 
Education Amendments of 1972. To foster our public mission, Sallie 
Mae is expected to provide leadership in the education credit mar- 
kets to ensure the continuation of private capital avaik.bihty tor 

student loans. , . « 

We also serve the interests of our investors who are commercial 
lending institutions, educational institutions, and the general 
public. It is their continued confidence and continued investment 
in Sallie Mae that enables us to continue to accomplish our mis- 

^^°In carrying out this business purpose, our shareholders expect us 
to achieve a reasonable return on investment and not to assume 
risks which would adversely affect our ability to do so. 

Since 1973, we have provided over $50 billion in funds and com- 
mitments for educational loans. This represents funding for more 
than 20 million student loans. Today the corporation, both by 
buying students loans and by providing collateralized advances to 
lenders to finance their loans, funds about 4 in 10 of all loans out- 

^^e^afe one of a very small number of financial corporations that 
has been given a AAA rating from the rating agencies. This rating 
does not rely on our GSE status, but reflects our "strong financial 
fundamentals." In 1981 when our obligations were guaranteed by 
the Department of Education, our credit rating was a single A . 

There are several types of risk potential in the financial oper- 
ations of the secondary market such as Sallie Maes. I will review 
five that are defined as "most germane" both by Treasury and the 
GAO in their recent GSE studies of our institution. 

INTEREST RATE RISK 

The first, "interest rate risk," is present whenever there are sig- 
nificant gaps between the maturities or rate resets on a corpora- 
tion's assets and liabilities. It has been our long-standing ^hcy to 
eliminate this risk by maintaining a near-perfect match in asset 
and liability interest rate sensitivity with respect to our entire bal- 
ance sheet. 

CREDIT RISKS 

Second, "credit risk." This includes issues such as asset quality, 
the borrower's ability to repay, the originator's ability to make 
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good if we should take recourse against it because of an operating 
deficiency, and the quality of all collateral that secure our ad- 
vances. I believe that there is general agreement that Sallie Mae 
poses little credit risk. Our asset quality is high because our mis- 
sion of purchasing Government-guaranteed loans ard takmg them 
as collateral for loan advances is managed prudently at all times. 

Because Sallie Mae provides liquidity to student loans— princi- 
pally to commercial banks, none of which are "AAA"— we recog- 
nize the continuing necessity to fully collateralize our obligations 
from these institutions. Accordingly, all of Sallie Mae's credit ex- 
tensions are made on a fully collateralized basis. 

OPERATIONAL RISKS 

The third area of risk are "operational risks," and these are es- 
pecially important in servicing and are common in the student 
loan industry today. This risk element was very significant exacer- 
bated in 1988 when the Federal Government issued new regula- 
tions, regulations which substantially complicated the require- 
ments for "due diligence" efforts by lenders and guarantors in col- 
lecting loans, and there are penalties for noncompliance. 

These new regulations have created additional cost to lenders in 
carrying loans into and through the repa3nnent phase, as well as 
additional administrative burden, complexity, and risk. In short, 
operational deficiencies today can and do result in principal loss to 
Icridsrs* 

To address that risk, Sallie Mae spends well in excess of $100 
million annually to service its student loans and to create and en- 
hance the servicing technology we employ. 

MANAGEMENT RISK 

"Management risk," the fourth area, may be described as the 
risk that an enterprise fails to obtain management of sufficient 
quality to permit it to operate soundly. In keeping with a tradition 
of private corporation structure, the Board of Directors of Sallie 
Mae provides an active stewardship over the corporation and, with 
a highly qualified management team, together we have the respon- 
sibility for Sallie Mae's policies and performance. 

The Board, in its diverse makeup, reflects the diversity of inter- 
ests in the education credit industry. We are represented by banks, 
private colleges, public colleges, state guarantee agencies, insur- 
ance companies, and the general public. High regard for manage- 
ment is generally prevalent throughout the financial world. 

LEGISLATIVE RISK 

The fifth risk, and last, is "legislative risk." In the er . of budget- 
ary restraint in which this country now finds itself, this has led to 
numerous changes, both legislative and regulatory, in the Guaran- 
teed Student Loan Program. 

For example, title IV of the Higher Education Act has been 
amended nine times in the past 10 years. These constant modifica- 
tions of programs cause delays of at least a year in the issuance by 
the Department of Education on the regulations implementing the 
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changes. In general Sallie Mae is doing everything possible to iden- 
tify and minimize the various types of risks to which it is subject. 

With the advent of the new "due diligence' requirements of 1988 
and the overall climate of risk shifting to the private sector, the 
potential cost of error has certainly increased. 

Mr. Chairman, recently the Department of Education announced 
that one of the largest guarantors in the Federal loan program, the 
Higher Education Assistance Foundation, is experiencing financial 
difficulties. These difficulties represent problems for one guarantor. 
They are not indicative of systemic problems in the Student Loan 
Programs nor on the operations of any Government-sponsored en- 

^^Ee' importantly, Sallie Mae believes that HEAF's financial 
condition poses no material risk to Sallie Mae. Student loan guar- 
antee agencies such as HEAF, as you know, guarantee loans made 
by lenders in the Student Loan Programs against the risk ot de- 
fault The Federal Government then reinsures the agencies. 

HEAF is the guarantor of a portion of the student loans ballie 
Mae owns. Our share of HEAF-guaranteed loans is about the same 
as our share of total guaranteed student loans throughout the pro- 
gram The large majority of HEAF loans in the Sallie Mae portfolio 
are already in repayment and hence can be expected to experience 
insignificant default rates. «*• ufaf 

The default rate on the smaller, newer portion of the nU.At<- 
guaranteed portfolio, can be reliably predicted on experience. Ihe 
projected impact on Sallie Mae's balance sheets in earnings will 
not be material. In fact, Uke all guaranteed student loans, HEAF- 
guaranteed loans are reinsured by the Department of Education. 
Irrespective of HEAF's financial situation, Sallie Mae believes its 
claims on these loans will be honored. In fact, Tuesday the becre- 
tary publicly stated that, and I quote, "While HEAF s problems are 
serious to that organization, they do not threaten the integrity ot 
the nationwide Guaranteed Student I^an Programs or the loans 
now guaranteed by HEAF. Loans now guaranteed by HEA1< will 
continue to be guaranteed." . . . 

Sallie Mae also extends collateralized loans to participants in tne 
Student Loan Programs, in addition to purchasing loans. This ac- 
tivity increases liquidity to lenders and other loan program partici- 
pants. Consistent with this activity, since 1984 we have extended 
collateralized advances to HEAF and its affiliates totalling $800 
million. Of that amount, $200 million has been lent to HEAF itsell. 
These advances are more than 100 percent collateralized with guar- 
anteed student loans and Federal obligations. 

This week, after the announcement of HEAF's difficulties, Sallie 
Mae stock experienced a market reaction. We believe this reaction 
was a result of the market's lack of information on which to assess 
the situation. Tuesday's press conference by the Secretary under- 
scored the Federal Government's commitment to the program. 

Mr. Chairman, Sallie Mae is proud of the role it has played in 
supporting the Federal Student Loan Programs. We have encour- 
aged and fostered student credit, as Congress intended, and we 
have accomplished this task by prudently managing a well-ti- 
nanced, strongly capitalized corporation. Students, colleges, univer- 
sities, lenders, and our shareholders have benefitted. 
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I would be happy to answer any questions you have. 

The Chairman. Well, Mr. Hough, you became the CEO last 
week. It did not take you long to shake things up. [Laughter.] 

Mr. Hough. I have noticed that, Mr. Chairman. 

The Chairman. Well this gives you an opportunity today to put 
upon the record the statements that you have just made. I know 
you are new in this particular position, but I want you to express a 
judgment to the extent that you can. ^ , r.. 

Are you at all concerned about the adequacy of the Education 
Department's supervisory, regulatory, and enforcement powers 
with regard to student loan guarantors? 

oversight and supervision 

Mr. Hough. Mr. Chairman, the problem of supervision and over- 
sight is, as you know, a complicated one. The program has a long 
history of a cooperative forging of policy and reaction to problems 
such as the problems that were identified by the witnesses before 
me I have every confidence that the Department, working with the 
Hill, guarantee agency community, the lenders, and the secondary 
markets, colleges and universities, and all the component pieces, 
can put together the type of corrections that are needed to address 
some of the problems that have led to the situation with HEAF. 

It is not unprecedented for us to have to work together to tune 
something that in the face of economic changes, demographic 
changes, and the like, have changed sort of the task at hand that is 
faced by title IV. I have every confidence that as a group there will 
be collective resolution of the difficulties. 

The Chairman. What do you make of the data I was citing earli- 
er about ultimate losses coming through to the Government having 
jumped up about $1 billion over a 2-year period of time? 

Mr. Hough. Mr. Chairman, that situation is I believe a direct 
consequence of the dilemma that Senator Kassebaum spoke to, and 
that dilemma is the following: 

If the guarantee agencies are in fact obligated to guarantee the 
loans presented to them of any student attending an eligible insti- 
tution reg:*iidless of that student's ability to pay, and almost re- 
gardless of l.i. 9 ability of that student tc get a job which provides 
the income to repay, and at the same time is limited somewhat in 
their ability to accumulate the reserve structure they need, we are 
going to have a problem such as was outlined. 

It is that dilemma that has been addressed over the past b the 
common understanding in the industry that the loans in fac. are 
guaranteed fully by the Government. 

The Chairman. But you heard the GAO say that they are not 
quite sure that is right. 

Mr. HouGii. I am sure. I have listened to the Secretary, and 1 
take him at his word in his commitment to fully back those guar- 
antees. I would like to point out that, going back to when this pro- 
gram was largely a federally insured student loan program, the 
Government was on the hook for 100 percent. 

What has happened in the transition, as we have pushed to the 
states greater authority, is that we have created this 80, and 9u, 
and 100 percent reinsurance structure. It is my judgment that that 
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is there to ensure another measure of discipline in the way the 
guarantee agencies go about their business. It is not there, and it is 
commonly understood not to be there, to reduce to the holder or 
the lender his insurance one iota. It is more there as a way of af- 
fecting solid management of the guarantee agency's responsibil- 
ities. 

SAFETY AND SOUNDNESS REGULATOR 

The Chairman. Well with losses that are rising at the rate I 
have already described, I think that there are at least questions 
that we still have not heard answers to yet today. 

There have been recent studies by both the Treasury Depart- 
ment and the GAO that, as I am sure you know, recommend all 
GSE's have ind^i>endent safety and soundness regulators. Now you 
have got a high rating at the moment, but you do not have an inde- 
pendent safety and soundness regulator. 

Would you have any objection to having one? 

Mr. Hough. Well let me start, Mr. Chairman, by observing that 
all of our debt issuance is approved by the Treasury. We are sub- 
ject by statute to annual audit requirements. The Secretary of the 
Treasury is required to make a report on each audit to the Presi- 
dent and the Congress. We have in our judgment already in place 
through statute provisions for oversight by both the Congress and 
the executive branch. 

The Chairman. Well I guess then, by inference, you are saying 
that when the stock market had a serious case of heartburn with 
your stock this week, the market really did not know what the 
facts were? Is that the essence of what you are saying? 

Mr. Hough. Yes, sir; exactly. 

The Chairman. Where is the market today? Do you know? 

Mr. Hough. I believe it is stable, or at least 

The Chairman. So are you back to where you were? Are you still 
down? You are stable at what level? 

Mr. Hough. Stable at the level we started out this morning with, 
I hope, and I expect. 

The Chairman. So where would you be today in terms of that 
opening level versus where you were before this all hit the news? 

Mr. Hough. Probably, sir, down $6 a shave, which is up 5 percent 
from the beginning of the year. 

The Chairman. Down $6 a share? 

Mr. Hough. Yes. sir. 

The Chairman. So I guess what you are saying to us is you think 
the market just really does not understand the fact that this does 
not pose a real risk to you, and that when they figure it out, other 
things being equal, the market will go back to where it was? Am I 
to draw that conclusion? 

Mr. Hough. Mr. Chairman, to say that it will go back to where it 
was sort of ignores where the market is as a whole. 

The Chairman. Other things being equal. 

Mr. Hough. But I suspect that the market will seek a level that 
is responsible to the underlying risks as we have addressed them. 

The Chairman. And I am saying, assuming we hold that con- 
stant, you are saying you fully expect to be right back where you 
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were, other things equal, when this information gets out there and 
the market digests it. Is that what you are telling us? 
Mr. Hough. Absolutely. 

The Chairman. Well, we will be able to find out soon. We have 
to wait until Monday, but we will have an opportunity to see that. 
We are in the middle of a roll call vote. 

Let me wish you well in your second week— [laughter]— as 
CEO, and all subsequent weeks, Mr. Hough. 

Mr. Hough. Thank you, very much. 

The Chairman. The committee stands in recess. 

[Whereupon, at 5 p.m, the committee was adjourned, subject to 
the call of the Chair.] 

[Additional material supplied for the record and responses to 
questions follow:] 
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The Consumer Bankers Association (CBA) appreciates the opportunity 
to present our views on the problem facing the Stafford Student Loan 
Program caused by the financial problems at the Higher Education 
Assistance Foundation (HEAP). CBA was founded In 1919 to provide a 
progressive voice for the retail banking Industry. CBA represents 
approximately 800 federally Insured banks and thrift Institutions that 
hold more than 80 percent of all consumer deposits, and more than 70 
percent of all consumer credit held by federally Insured depository 
Institutions. CBA members make over l^of the loans originated by the 
top 100 lenders In the federally guaranteed student loan programs. CBA 
thanks Chairman Relgle for Including our remarks as part of the written 
record on today's hearing. 

The membership of the CBA includes virtually every major lender In 
the Stafford Student Loan programs authorized under Title IV of the 
Higher Education * the Inception of these programs, private 

lenders have made 1 't ^ to student borrowers and their families over 
$60 billion to at. '.j1 leges, universities and other postsecondary 

institutions of tht 'hclce. Students who meet the eligibility . 
criteria established thntugh federal statute and regulations developed 
by the Department of Eoucatlon and are enrolled in accredited programs 
have been provided access to vital education and career opportunities 
through the eceipt of this private loan capital. 

It is through the establishment of the Stafford Student Loan 
j)rcgrams that the Federal aovernment has been able to bring to the 
American public real access to higher education opportunities. Stafford 
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Student Loans are supported by Insurance provided through 55 ^tate 
and national guaranty agencies. These agencies are supported by a 
program of reinsurance providing reimbursement by the Federal 
government. 

CBA has watched with Interest and concern the developments taking 
place within the Higher Education Assistance Foundation (HEAF) and the 
Department of Education's actions regarding this situation. We 
understand that the fact-finding on the HFAF situation Is continuing as 
we meet. Pending announcement of a resolution, CBA remains cautiously 
optimistic that the Department will resolve the Issues Inherent In the 
financial problems of HEAF In the very near future In a manner that will 
maintain the full Integrity of the guarantees Issued, by the agency. We 
are particularly pleased with the statement of the Secretary of 
Education, Lauro Cavazos, that "Loans guaranteed by HEAF will continue 
to be guaranteed." Host Importantly, he has said to the lending 
conmunity and to students and their families around the nation ..."this 
situation will not affect the ability of students to obtain loans, of 
lenders to make those loans or of guarantors to Insure those loans." 
These are assurances which CBA member Institutions Interpret to be the 
Oepartnrtjnt's sincere attempt to calm the Industry and bring the current 
situation to a quick, viable resolution. We believe the Department of 
Education Is working to ensure full reimbursement to lenders for every 
eligible HEAF guaranteed loan which Is presented .t payment as a result 
of borrower default. 
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By all accounts, the Stafford Student Loan jirogran^has bean 
successful in meeting the public policy goal of promoting educational 
opportunity that prompted the Congress to enact the Higher Education 
Act. Banks of all different sizes now participate in the program and 
students from all socioeconomic levels now have access to needed funds 
to attend accredited higher education institutions. 

Some press reports have described the HEAP situation In a manner 
that could convince students or their families that loans will not be 
available this fall. The lending community stands behind It's Interest 
In making student loans available to eligible borrowers and we also 
believe, on the basis of statements made by Education Department 
officials, that the Department understands the need for stability In the 
operation of the program and the importance of It's stated commitment to 
taking timely action. 

Effectively addressing the costly problem of defaults in the 
Stafford Student Loan ^rograi^'has been an on-going goal of the Congress 
and the Department of Education for the past several years. Toward this 
goal, CBA has worked closely with \eg1slators and agency officials , and 
other higher education groups, to address the default problem through 
statutory and regulatory ruflnement. 

Clearly, the current default rate for Federally backed student 
loans Is a cost to the taxpayer that Is Intolerable to even the most 
ardent supporter of student borrowing. CBA applauds the efforts of 
Senator Claiborne Pell, Chairman of the Subcommittee on Education, Arts 
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believes steps taken by the Department of Education through the Issuance 
of the Default Initiative regulations have helped to curb the escalation 
of default costs and restore public confidence and support for the loan 
programs. 

In closing, CBA would like to reiterate the Importance of a speedy 
resolution of the HEAF situation and of appropriate actions to ensure 
the continued viability of the Federal guarantee for all loans made 
under the Stafford Student Loan prograir^ Secretary Cavazos appears to 
have made a commitment to meet these objectives. The actions taken In 
the next week will definitively establish If this Is the case. 
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR RIECLE FROM 

FnnkllBFn^r 



GAO 



Gcntiml Aeeponting Ofllcv 
WiAkincten, DX. 20M 



01* Vou stated that within a couple of weeks you might be able 
to produce an estimate of the range of possible cost to the 
government that HBAF's failure might bring about* Can you do 
that now? 

Al • Recognizing that the federal government may incur 
additional costs related to a failure of the Higher Education 
Assistance Foundation (HEAP) to meet its financial commitmentSi 
the issue of what it might cost the federal government may evolve 
around whether the Department of Education decides to provide 100 
percent reimbursement for HEAF-guaranteed loan default claims. 
The additional cost could theoretically range from nothing, if no 
more than 5 percent of HEAP guaranteed loans would default in 
fiscal year 1991, to about SI, 6 billion if all of HEAF's loans 
defaulted, although both of these possibilities are highly 
unlikely. Most likely, additional federal costs would be between 
$175 million and $200 million. This estimate is developed based 
on the assumptions that (1) in fiscal year 1991 HEAF will file 
for federal reinsurance on the $400 million of default claims it 
paid to lenders in fiscal year 1990 for which it hus yet to file 
reinsurance with the Department of Education, and (2) an 
additional $1.15 billion in loans are estimated to default and be 
paid to lenders in fiscal year 1991. 

However, since the hearings the Department of Education has been 
working with the student Loan Marketing Association (Sallie Mae), 
the program's largest secondary market lender, and several 
guaranty agencies to work out an arrangement tc service HEAF's 
loan portfolio. The Department estimates that the cost of direct 
payments to Sallie Mae and the other agencies for servicing these 
loans will be less than $30 million. This cost would be in 
addition to the estimated S175 million to $200 million in federal 
costs resulting from the full federal reimbursement for defaulted 
HEAP-guaranteed loans, rather than reimbursements at the 80 
percent and 90 percent levels for many defaults if HEAF had 
retained all of its portfolio. 
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Q2. It appears that auaranty agencies serve an important public 
function and the federal government cannot easily avoid standing 
behind the guarantees of those agencies. Yet^ the federal 
government either does not have or does not use authority to 
ensure the safe and efficient operation of these agencies. Can 
you suggest some administrative or legislative remedies? 

A2. As we stated in our testimony on July .77, 1990, the Higher 
Education Act of 196$, as amended, provides the Department of 
Education no direct legal obligation to lenders if a guaranty 
agency becomes insolvent or otherwise fails to meet its 
obligations. The Department's contract is with the guaranty 
agency and does not extend to the lender — the Department is not 
insuring lenders. Therefore, the Department has no Ittgal 
responsibility to pay lenders* claims if an agency, such as HBAF, 
should fail. 

However, the Secretary of Education has broad legal powers In 
connection with the Stafford Student Loan Program, which may bo 
used in such cases. Although not required or obligated by the 
law to take any particular action, the Department could assert 
that it has the authority to pay lenders' claims on defaulted 
student loans* 

If the Congress wishes to provide more guidance to the Secretary 
of Education, it could amend the Higher Education Act of 1965 
consistent with a recommendation we made in our report on the 
need for criteria for establishing guaranty agency reserves 
(GAO/HRD-86-57# July 2, 1986). In that report we recommended 
that the Congress amend the Higher Education Act to require the 
Secretary to establish, in consultation nith the guaranty 
agencies, criteria for the appropriate level of reserves the 
agencies should retain, based on the financial risks they face. 
The Department agreed with our recommendation, and we continue to 
support it. 
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IILSFONSE TO miTTQi QUESTIONS OF SENATOR PRESSLE31 FHOM 
Franklin Frazler 

Ql. in December 1987, the Congress accepted the 5^"^^"^" 
Recommendations of the General Accounting ^''^^ 
<!-5^n million in so-called excess reserves from guaranty 
aaeSoel In lilw " the financial situation of HEAP and the 
p'otentia p oblem when the guaranty agencies' reserves are 
insufficient to meet the default expenses, does the GAO still 
insuii I'.i.c"". .nalvaia of the reserve amount necessary for 

ZlTntv Zllel ;Sd is acSSrate and that it was a prudent 
Tecisio?. t'o taie those reserves from guaranty agencies? 

^^^^^^^^^^^^^ ?Sa°?"e%cLded 
eafh of five guid'efines. The legislation required the Secretary 
"direct those agencies with excess reserves to eliminate them 
by one of several methods. 

The law allowed the Secretary to waive the payment of part or 
lu of an agency's reserves in excess of those allowed under the 
^.HHMineP if" (1) the agency's financial position had 
SetSr J?Sted sigi ficJntly since the end of the Pieced U^ ^^i""^^ 
vear. (2) significant changes in economic circumstances, such as 
a ch;nqeiS?he agency's cash reserves, or if the repayment of 
exoisB resSrvea wSuid jeopardize the continuing operation of the 
excess, "^f of excess funds would cause an agency 
;r"vi;ia°te onJ^ctri^Sugarion to maintain a specific level 
of reserve funds. The law also limited the amount of excess 
reserves the Secretary could recover to S250 million. Total 
ciTaViilty agency reserOes exceeded SI billion at the end of 
fiscal year 1986. 

Th* Guidelines included in the legislation were designed by GAO 
to alliw eiSh agency to retain sufficient reserves to sur^^J^e the 
worst losfef experienced by any guaranty -?«"-V in the 1981-86 
neriod They were also designed to be applied to the most recent 
fiscal' yel;'^ financial data! Three of the five guidelines 
related to the agencies' insurance claims paid in, or the 
outstanding principal amount oi loans guaranteed at the end of, 
th-DJ^cidinQ fiscal year. This allowed agencies' reserves to 
ria/la insurance claims and insured lo.-.n amounts increased. The 
glJderfnes" S:?e approjTiate at the end of fiscal year 1986. and 
are appropriate today. 

we Know of no instance in which the f PPii"^f°" °^j,^^^-„,^,ary 
uuidelinea, as modified by an agency's appeal to the Secretary 
based on one of the reasons listed above, jeopardized the 
conti.-^ued operation o£ a guaranty agency. 
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UNITED STATES DEPARTMENT OF EDUCATION 

OFFICE OF LEOISLA-nON AND CONGRESSIONAL AFFAIRS 

September 28^ 1990 



Honorable Donald W. Rlegle^ Jr. 
Chairman ^ . 

senate Committee on Banking, Housing 

and urban Affairs 
United States Senate 
Washington, D. C . 20510 

Dear Mr. chairman; 

Enclosed are Under Secretary Ted Sanders' responses "^AF- 
reiated ouestions you submitted in follow-up to his July 27 
SpiM«nS Sefor! the Senate Committee on Banking, Housing and 
U?bSn Affairs. Also enclosed are numerous charts and guarantee 
agency financial statements which you requested. 

Please let me know if the Department can provide you with any 
further information or assistance on this important issue. 



Sincerely 



Na^V Hoh 
Assistant 




Enclosures 



MARYLAND AVK .S W W/i3»ilMtiT0N aC. 20202 -3100 
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Quettioni for Ted Sanders 
From Seaator Donald W. RiefflOf Jr. 
Jnly 27, 1990 



RESPONSES TO QOBSTZOMS POSED BY SBMATOR DOHALD W. RIEQLE^ JR. 

Q^l You stated that there are 5 to 7 guaranty agencies besides 
HEAP that are in a weakened condition. What specific steps 
is the Department of Education taking to monitor their 
condition? 

A.l As we indicated previously, there are a few guarantee 

agencies experiencing what we believe are short term cash 
flow problems, although there is, to the best of our 
knowledge, no other guarantee agency facing problems similar 
to HEAP'S, The Department has completed a preliminary 
analysis of the guarantee agencies, and is currently 
assigning program review teams to undertake comprehensive 
reviews of several of the agencies. The Department has 
engaged the services of a financial management firm to 
assist ED staff in reviewing the financial aspects of the 
guarantee agencies. The financial analyses that will be 
provided by this firm will also be used to support the 
Department's program review teams. 
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Ci.2. VlesLi^ provide »FJtf"s balance sheet as of June 30, is^^u. 

A. 2. A copy ia attached. 

Q.3. Please provide IlEAF's financial statement of operations for the 
TOst recent year available. 

The Htateronts should inci ade a ]istin« of m-JVf's coats and 
revenues by category, any outside funds ucquired, and 
flEAF's net increase in reserves, 

A. 3. CopioK of the latest financial atatefrtfnt submitted to the 
Department is attached. 
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Q*4 Please provide annual data froa 1980 through 1990 on 

guaranty agency reviews and audits by the Department of 
Education, Including the na.ber of reviews, the size of the 
staff conducting such reviews, and the amount spent on such 
reviews. Please provide the same data for reviews of 
lenders and Institutions* 

A. 4 The attached chart shows the number of Institutional, 

lender, and guarantee agency reviews conducted by OSFA staff 
from 1981 1989 • Data provided begins wxth fiscal year 
1981 and corresponds to the program year 1980-81. Estimates 
are provided for fiscal years 1990, 1991, and 1992. The 
second chart shows Vhe staffing levels for OSFA regional 
offices for the years 1981 to 1990. The third chart shows 
the costs for these reviews* 

In addition to reviews by OSFA, the Office of the Inspector 
General conducts audits of guarantee agencies* The specific 
number of OIG audits is Included in the final chart* 
However, staffing levels and the amount spent on the reviews 
is not available. 
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Q.5 What criteria are used to evaluate the financial and 
administrative strength of guarantee agencies? 

A. 5 The Department has completed a preliminary analysis of the 
guarantee agencies' financial condition. A preliminary 
judgment of the financial condition of each guarantee agency 
was made based on its potential to incur income or asset 
losses in the following areas: the volume of new loans the 
agency has guaranteed (paying close attention to potentially 
high-risk proprietary school loans) and whether that volume 
had increased or decreased; the agency's cumulative cash 
reserves and whether the agency has experienced a decline in 
those reser/es; the agency's overall loan volume and whether 
that volume is increasing or decreasing; and the agency's 
reinsurance raf» and whether it was reduced during the most 
recent three-year period due to loan defaults. 
The Department is also considering the following criteria 
relating to administrative condition: ability to carry out 
assigned functions,- ability to collect on defaulted loans; 
ability to provide required reports to the Department; and 
ability to provide loan guarantees in a timely fashion. 

The Department also reviews the biennial audit of an 
agency's financial condition and its compliance with program 
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regulations. With the help of our financial advisor, the 
Department is developing criteria and a model to test the 
financial strength of guarantee agencies. 
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Q,6 What enforcemsnt powers do you have If a guaranty agency is 
not in coxnplianca with lawa, rulesi or regulations? If it 
is not competently managed? If its ccste are excessive? 

A. 6 The Department has a limited nun.ber of enforcement powers at 
its disposal. To enhance the enforcement powers described 
below, the Department is requesting legislative changes that 
would give the Department broader oversight and enforcement 
authority .;var the guarantee agencic when Federa] interests 
are at stake* 

Currentlyi when it learns that a guarantee agenc/ is not in 
compliance with program requirements, the Department may 
withhold payments due to the agency, impose fines, require 
the agency to refund all or a portion of the reinsurance 
payments r«ade with respect to loans that have not been 
properly administered, or terminate the agency's 
participation agreement if there has been a violation of law 
or fraud has been committed. 

The Department may also require the assignment to it of all 
or a portion of a guarantee agency's portfolio of defaulted 
loans when the Secretary determines that sucii action is 
necessary to protect the Federal fiscal interest. The 
agreement between a guarantee agency and the Secretary also 
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specifies that if the agency fails or is unable to carry out 
its obligations or fails to comply with statutory or 
regulatory requirements, the Secretary may require that no 
further loans be made under the agency's program until 
corrective action has been taken by the agency and approved 
by the Department* 

However I the Department has no authority to control or 
review the amount of an ag<5ncy*s administrative expenses. 
In fact, since Federal administrative allowances are 
statutory entitlements (1 percent of new loan voliunei and a 
minimum of 30 percent of collections) , there is little 
incentive for restraint below this reimbursement level. 
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Q.7 Please provide available information — such aa type of 

business, balance sheets, and profit statements of for- 
profit affiliates of HEAF« Does the Education Department 
audit transactions between HEAF and its for-profit 
affiliates? Does the Department have any regulatory 
authority over any of these affiliates? 

A. 7 The Department regulates the activities of guarantee 
agencies, which are State or nonprofit private 
organizations* The Department has no authority to regulate 
the for-profit affiliates of a guarantee agency^ such as 
KCAF/ nor does it generally audit or review transactions 
between HEAF and those affiliates However, we hold the 
guarantee agency accountable for the actions of its agents 
- for example, those companies with which it contracts. The 
guarantee agency agreement also requires the guarantee 
agencies to monitor their lenders and institutions* A for- 
profit affiliate is not required to submit financial 
information or other statements to the Department* However, 
one of HEAF' 8 for-profit affiliates is a loan servicer* 
Therefore, the Department would, as part of a regular lender 
review, examine the servicing activities of this affiliate 
to determine if the loans are being serviced in accordance 
with regulatory requirements* There is no prohibition 
against guarantee agency officers or staff having an 
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ownership interest in such for-profit contractors, while 
there is a prohibition in the case of ED employees. 

Q.8 Should states or affiliated for-profit companies be required 
to maintain an adequate level of reserves in their 
associated guaranty agencies? 

A. 8 The Department believes that a minimum level of reserves is 
essential to the continued sound operation of any entity and 
is examining this area to determine whether legislative 
proposals are appropriate. 

Q.9 How much does the chief executive officer of each guarantee 
agency get paid? 

A. 9 This information is not currently reported to the 
Department. 
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10 I an concerned about defaulted student loans held by defunct 
thrifts. Please provide the total amount of student loans 
held by thrifts in conservatorship or receivership. How 
much of that total is currently in default? Is the 
Education Department satisfied that these loans are being 
serviced properly? 

10 The Resolution Trust Corporation (RTC) has informed us that 
it holds approximately $500 million in Guaranteed Student 
Loans. The amount of that portfolio in default is unknown. 
Some of these loans may not have oeen properly serviced 
because of the problems associated with the lender's failure 
and subsequent takeover by the RTC, but the volume of loans 
involved is not known. 

The Department is working with the RTC to ensure that these 
loans are serviced properly and to assist the RTC to sell 
them to eligible lenders at a fair price, minimizing the 
cost to the Federal Government. 
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RESPONSE TO QUESTION POSED BY SENATOR lARRY PRESSLE^t 

m Decaab«r 1987, Congress acc«pt«d thm finding* and 
recomin«ndition« o£ th« Ganeral Accounting Office to tak« 
away $250 million in so-call«d excess reserves from 
guarantee agencies. In view of the financial situation of 
HEAP and the potential problem whan the guarantee agency's 
reserves are insufficient to aeet the default expenses, does 
the GAO still maintain that its analysis of the reserve 
amount necessary for guarantee agencies was and is accurate 
and that it was a prudent decision to take away these 
reserves from guarantee agencies? (I also would appreciate 
receiving the comments of Mr. Sanders on the subject of this 
question. ) 

The Department cannot speak for the General Accounting 
Office on this issue. The Department believes that the 
excess reserves that were recovered are the property of the 
Federal Government and should have been reclaimed. Agencies 
were able to appeal the sV.fe'tutory requirement under section 
S422(e) of the Higher Educrttvon Act of 1965 to repay excess 
cash reserves. Each agency •:hat appealod was provided ample 
opportunity to submit documentation and meet with us to 
explain why it believed it qiialified for a waiv:r to the 
spend-down of its reserves as provided under the provisions 
of the law. Many agencies presented convincing arguments to 
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support their waiver requests, and the Department ultimately 
granted more than $53 million in waivers to those agencies. 
HEAF, for example, received the largest waiver from the 
Department, more than $16 million, and therefore was 
required to repay only $1.4 million. This represented a 
very small amount of HEAF's reserves, and in no way 
contributed to HEAF's subsequent financial problems. 
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fltudant rinaneial AMlatanaa 
Progru Savicwi 

Th« OfflQ* Of studtnt Pinanoial AMlitanot (OSFA) oonduata onalta 
prooraa raviawa of partioipatiim inatitutiona » landara and 
guarantaa aganoiaa. Tha purpoaa of thaaa raviavs la to avaluata 
eoBpllanea wifth atudant flnaneial aaaiatanoa prograa raoulatlona. 
Aa a raault of thaaa raviava, tha DapartMitt aay aaaaaa liabllitiaa 
and finaa, raquira oorractiva aotien or initiata tarainatlon aotion 
in caaaa of aarioua prograa abuaa or fraud. 

Prcqran ravtawa ara oonduotad by 08FA aUff in tan ragional 
offlooa. A typical inatitutional or landar tavia« laata ona waak 
and involvaa froa ona to thraa ravlavara* A guarantaa agimoy 
raviaw la aera oaaplax and ganarally involvaa fiva to oiic 
raviawaxa. Ravirwora aalaot aaapiaa of atudant filaa and datarmna 
whathar tha atudants vara aligibla for tha grant* or loans Btda and 
that all ragulatory raguiraaanta vara aat and doouaantad. Tha 
raviavara alao avalaata whathar tha inatitution ia aaintalning 
propar fiacal racorda and eontrola evar funda and that finanoiaX 
raporta aubaittad to tha Oapartaant ara aeeurata. 

OAPA atilaota aohoola and landara for raviaw baaad en varioua 
indioatora of problaaa and othar priority faotorai high OfL 
dafault rataa, high or ineraaaing loan voluaa* failura to aubait 
audita, langth of tiao froa laat prograa raviaw, eeaplainta froa 
atudanta, ato. Landara ara aalaotad for raviaw baaad on ai«a» 
langth of tiaa froa laat raviaw and othar known problaaa. 
Quarantaa aganoiaa ara raviawad at laaat onoa avary thrao yaara. 

Aftar a raviaw, Inatitutiona raoaiva a writtan raport of tha raviaw 
findinga and raquirad oorractiva aotiona. Inatitutiona aay appaai 
i lability aaaaaaaanta and obtain a haaring bafera an adainiatrativa 

law judga. 

in addition to regular prograa raviawa, SPA ataff partioipata in 
aany othar typae of ooaplianoa aotivitiaa. Thay provida taohnioal 
aaaiatanoa to tha Offioa gf th., Inapaotor Oanaral and partioipata 
in joint raviawa and invaatigationa . OSPA ataff alao oeordinata 
with Quarantaa aganoiaa which alao oonduot raviawa of landar and 
aohoola. whan aaricia prograa violationa ara found, inatitutiona 
ara placed on a ayataa of payaant by raiaburaaaant. Undar thia 
•yatao, tunda ara ralaaaad to aohoola only aftar propar 
doouaantation hava baan aubaittad and raviawad by the 8FA regional 
offioa. Thia ia a vary labor Intanaiva aetivity, but ona that ia 
highly affactiva in pravanting abuse of funda. 

Tha attaohad chart ahow tha nuabar of prograa raviawa oonduotad 
batvaan 1981 and 1989. Eatiaatea ara provided for 1990, 1991 and 
1993. Alao attaohad ia a copy of oSFA'a inatitutional prograa 
rav^.aw guide and a copy of oSPA raviaw guida for landara. 
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Augutt 27. 1990 

AmOLintii Snant hv QSFA H«aion» 1 nffir.mm for Prtaoram Raviaw TravT 



FY 1981 • $304,092 
FY 1982 - 221,883 
FY 1983 - 350.198 
FY 1984 - 382.829 
FY 1985 - 349,388 
FY 1988 ' 138,034 
FY 1987 - 322.022 

A br«KKdown btttw«an inititutional and 1«ndar/guarant*i agency raviaw 
•xpandlturac U' not aval labia for FY 1981 through 1987. 

Inat. Raviaw Landar/GA Review Total 

FY 1888 Actual 8297,308 8147.280 t444,5ee 

FY 1988 Actual 391. 90B 203.212 596.117 

FY 1990 aa of 7/31/90 517.418 875,275 792.891 

FY 1990 Eat. Total 821.000 330,000 981.000 
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OIPARTKENT OF EOUCATZON 
OFPZCE OF INSPECTOR GENERAL 

Analysis of Audits issusd (1) 

FV 90* FY 89 FV 88 

Pestseoondary 

Education 

Institution Audits 32 55 23 

NO. of Lsndsr Audits 00 09 01 
No. of Guarsntso 

Agsnoy Audits 09 04 02 

* As. of 8/21/90 

(1) Psrfornsd by ED 0X0 

^12) 20 Survsys of isnders wars oontraotsd for in FY 1989 and 
conduotod by a CPA fin in FY 1990. Anothar 20 survsys of 
^landars wars eontraetad for in FY 1990 and ara ourrantly in 
*^rooaas. Additionsl contract work at Isndars, guarantaa aganeiss 
and saoondary aarkats baing eontsvplatad. 

(3) Abovs axludas raqulrad oyelioal audits dona by non-Fadaral 
auditors. 
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XHDEX OF r:NAMCXAL STATEMKKTS 



Alport of Indtpandant AoQountanta 



FinineiAl Statananti: 
Balanea Shaata aa ct Saptambar 30, 1919 and X9II 

Statasants of Rtvanuaa and Cxpanaaa and Changaa 
m Fund Balanea for tha yaara andad Saptambar 30^ 
1919 and 19it 

Statamants of Changaa in Finaneiil Poaition for 
tha yaara andad Sapta&faar 30, 1919 and 1911 

Notaa to rinanolal statavanta 
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To thi Diroctoro of . ^ , 

Kiqhtr EduetClon Aioiittnea Foundtrlon: 

wo hivo luditid tho •oeompinytng, boloncjj shooto of 
Klghir Iducitlon Aioiittneo Pounditlon •■ ot sopto«ft»^r 30, iMf 
and 1911 and tha ralatad atatananta of ravanuaa and axpanaaa and 
ohangaa in fund baianoa. and changaa in <in*«ei*i ^S*^ 
tha yaara than andad. Thaaa finanoiai atataaanta thxVJ'fr"?! 
aibility of tha coapany'a nanagaaant. our raaponaibilivy is to 
axpraaa an opinion on thaaa financial atataaanta batad on our 
audita • 

wa conduetad our audita in aeeordanea with ganarally 
aeeaptad auditing atandarda. Thoaa itandarda raquira that va 
plan and parfora tha audit to obtain raaaonabla aaauranea about 
vhathar tha finanoiai atataaanta ara fraa of aatarial aiaatat*- 
aant. An audit ineludaa axaaining, en a taat ''•■^•'..•viffnff 
aupporting tha aaeunta and diaeleauraa in tha financial 
atataaanta. An audit alae Ineludaa aaaaaaing tha accounting 
prineiplaa uaad and aignifieant aatiaataa nada toy aanagaaant. aa 
wall aa evaluating tha ovorall financial atataaant praaantation. 
Ha baliava that our audita previda a raaaonatola baaia for our 
opinion. 

in our opinion, the financial atataaanta rafarrad to 
above praaant fairly, in all aatarial raapaeta, tha financial 

Soaltion of Higher Education Aaaiatane^ Foundation aa of Saptaa- 
or 30, I9lf and I9ti, and the raaultt of ita operationa. and the 
changaa in ita financial poeition for the yaara than andad m 
conforaity with generally accepted aeoounting prineiplae. 



St. Paul. Minnaeota 

Oaeaabar 11. 1919, axeapt for 
Note 12 aa to which tha 
data la Oaeeaber 21, 19t9 
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KXGHZR £0UCA7XCN ASSISTANCE rOUNOATZON 

SAUNCS SHEETS 
II of Sapttmiatr 30, 1319 And 1988 



ASSETS 

currtnt 

caan tnd invtatainta 
Aeerutd inttrtat and aeeounta 
raeaivabla 

Claima ralnburaaaanta raeaivabia 
Studant loana 

Total currant aaaata 



$ 10,337,343 

17,761,002 
213,9I4,10S 



1811 

9 19,499,709 

30,984,971 
117,974,244 



2S4,419,4S0 234,912,931 



Fixad aaaata and aoftvara, laaa 
aoeuaulatad dapraexation and 
aaereltatien of 93,671,143 m 
1919 ai^d 91,587,139 in 1918 

Studant loana 

Total aaaata 



22,813,399 



17,390,908 



Tha leeecpanyinqr notaa ara an Intagral 
part of tha financial atataaanta. 
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AND mo BALAMCZ 1211 iUA 

currtnt liabilititit 
Aeeeunts payablt and «eeruad 

•KpanaM 9 29.374.383 $ 32,742,891 

Aeerutd Inttrtst aaytbl* 1.324.064 I6S.807 

NetM payalal* 18<.629,034 97,000,000 



Total eurtanc LiabilitUs 233,149,170 129,901,701 
Oafarrad 9uaran«aa 2aa ravanua, 

nat at dafarrad rainauranea faaa 47,S04,943 93^919.785 

rund balanea 7i.»'iQ.s92 ta.ta.-i-n 

Total liabiUtiaa. nat 
dafarrad ravanua and fund 

balanoa 93qg.*a4 ■os utA .vi-i 



I 
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HXaHCT IDCCXIIOM ASSlSTWiCI FOWDMIOM 

STXTEMEMTS OF REVEKUES AND EXPENSES 
AND CHANGES IN FUND SJLANCE 
for tht yMM •nud Stpttml3«r 30, .919 and 1981 



REVENUES 

cuartntaa foM 

cellaecion ratincion 
Adminlatrativa coic allowenc* 
:ntaraat 
Sarvieing faaa 

Tocal ravanuaa 

EXPENSES 

Loan dafauiti 
Paraennal and offiea 
oueaida aarvieaa 
Raintuvanea faaa 
Data proeaaain? aatvicaa 
Intaraat 

Oapraeiatlon and aaortitation 

Total aiqpanaaa 

Exeaaa (dafleit) of ravanuaa 
Qvar axpanaaa 

Fund balanea, baqinnin? of yaar 
Fund balanea, and of yaar 







$ 36,219,979 
21,513,471 
18,122,372 
3,016,467 


$31,689,290 

31,809,021 
3,464,423 


7a.u9.m 




92,593,651 
36,299,436 
19,632,129 
1,810,133 
8,941.049 
9,391,919 


20,606,039 
31,888,364 
13,900,029 
9,743,237 
6,193,990 
902,120 
IS7.tl9 




7a.7ii.Jt4 


(53,994,613) 


2,903,906 


ifl.iaa.57a 


77.931^61 




]|g,p9^,a79 



Tha aeaempanylna notaa ar« an intaqral 
pare of tha flnanolal atataaanta. 

3 



BEsr COPY mmit 



102 



HIGHER EDUCATION ASSISTWICE rOUMDATXON 

STATEMENTS OF CKAMGES IN FINAMCIAL POSITION 
for tha yaari tndtd Saptinbtr 30 i 19I» ind 1988 



Ciati providadt 
EXCMi (dafieit) of ravanuaa 

ovar axpanaaa 
Add i^ana not affaetin? eaah: 

Otpraciation and aaor&ixation 
Clian9a int 
Aooruad intaraat and aceounta 
raeaivabla 

Claiaa raiaburaamanta racaiv- 
abia 

Aceounta payabla and aceruad 
a)q)anaaa 

Aeoruad Intaraat payabla 
look ovardraft 
oafarrad guarantaa faa 

ravanua* nat of dafarrad 

rainauranca faaa 

caah uaad by oparatlona 

Studant loan principal raeaipta 
prooaada froa notaa payabla 
Xapaymanta on notaa raeaivabla 

Total caah providad 

Caan appliads 
Studant loan raeovariaa 
Payaanta of notaa payabla 
laauanca of notaa raeaivabla 
Expandituraa for fixad aaaata 
and aoftvara 

Total aaah appliad 

Inoraiaa (dacraaaa) in caah and 
invaataanta 

caah and invaataanta, baginnin? 
of yaar 

Caah and invaataanta, and of yaar 



1819- 






S 2.9G3.S06 


1 111,711 


•57|819 


3,ltl,97€ 


3,784,409 


(26.407,861) 


(43|298,088) 


( J f J a a 1 Q A V ^ 
1,1S8,2S7 


189,807 




9.161^ 


(61,979,232) 


(64,702,797) 


9,113,800 
240,236,079 


199,000,000 

flTiBiiiia? 






27,199,800 
190,607,044 


19,300,000 
61,000,000 
99,979,036 


7.834.161 


13. 190^29 




149.1«9J:99 


(9,962,366) 


ll,990,29Si 


19.409.709 





* lQ.B17.a4^ } 1*-*09.7Q9 



Tht aceoBPanying notts ara an inctgral 
part of th* financial ttattBants. 
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HlfiHIR EDUCWIOM ASS18TA2ICE rOUNOATIOM 
KOTtS TQ FINANCIAL STATSMEMTS 



Highur Eflueitlon Aaaia«anea roundition (HIAP) It • nonpMfitt 
ootporitton eparacing nittonwidt »• • A^*" 
tut fadtral sutrftntMd student Loin Pro^rtB (tha Pregras) . 
Kllr '• t aMb^^^^ HSAf group oi orginiMtioni, a 

SSSitalUtiorof nonprofit eo.p.n\oo which providofl itudont 
letn gutranttoo tnd preeoooing ••tvlCM to eofflMreial landoro 
•nd loAM CO pottoooondary oducttlon oeudonto tnd thoir 
paconto teroii tho country undor tho Progrtm. 

Tht ProgrM wto ••ttbliohod by conffroM ^U-^iiil' 
lotnt tvtilAblo to otudonts ittonding ""i/^ffiiiJiA 
voottiontl tnd tochnicil ichoolo ind P"t"condiry 
•duettientl inotitutiono and to P*"nti of iuctt itudoM^ 
autrtntood letno m»y bo ntdo by eomtrcitl i.*"*^" •^fi^.J! 
banki tnd itvingo tnd lo»n toooeittiono or by •««to«ldt 
londing ontitiio. Tho Pregrta previdao for «*^' «o gutrantoo 
tho rapaynont of principal and aceruad intaraat to «>• i'ndjr 
for oaeh aliqibla loan. KlAf tlae eondueta aetivitio^^^^ 
kaop landara inforaad about tha Prootaa, to •ncouraga landar 
participation in tha Program and «o 
parfening cartain adainittrativa functiona ralatcd to tha 
Pregraa. 

m addition to ita guarantaa aganey 0P«"*i«»"«' Pf?Yjj!! 
aanagaaant and loan proeaaaing aarvicat t.r 'titawlda landing 
•ntitioa and loan origination and diabuEKsftant aarvicaa to 
landara. 

. AgBQunting .PflUelii' 

aUAJU^MTSZ FEZ XtVCNUEl 

A guarantaa foa ia collaetad froa borrowara at tha tiaa of 
loan diaburaaaant. Guarantaa faa ravanua ia "cogniiad on a 
•traight-lina baaia ovar tha aatimatad Ufa of a loan which 
rangao froa 44 nontha to Si aontna. 

COLLXCTION RSTSNTZONi 

rodoral law providaa for tha Guarantor to «^tain 301 oj 
raeevoriaa on pravloualy dafaultad loana. Tha eollaotion 
ratantion ravanua ia racognii«d in tha yaar of rooovary. 

AOKZNXSTMTXVZ COST ALLOWAMCSi 

conaiatant with fada?al law, HEAF racaiv.a an •^^•"^■"■^i]?!; 
— coat allowanea aqual to 1% of tha voluaa of loana guarantaao 
in 1911 and 1911. 
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HXGKZR EDUCATION ASSZSTANCC FOUNDATION 
NOTCS TO rXNAMCXAL STATEMENTS , Conclnutd 



LOAN DEFAULTS i 




Of ntt rteevtrltt rMlistl»;a en dttauiti 
rtvitad (••• Not! 3i Oiangt in EatlBAta) . 




Ot to S« 



loot 



Kort thttn SI but thin 
or oquAl to 91 



1001 of eltina through st tnd 
901 Of eltlM ovtr 91 but 
than or tquAl to 9t 



Ovtr 9« 



1001 of eltiBfl through 9% tnd 
90% Of eltlM ovtr 5% but 
than or tqutl to 91 tnd 
101 of aUiSft ovar 91 



RSXNSUItANCE FSZti 

Tht fodtrol oovornaant chtrgts « rtinturonet fit ringing froa 
.291 to .901 of tht prineiptl aoount of loins guirintiod 
during th« yior. mlniuronci fit ixponti it rieognixid on 
thi lAii bitii la guirantaa faa ravanua. 

ZNVBSTKSNTSi 

Xnvaataanta, which conaiit principally of aacuritiaa of tha 
fadiral govanwant or ita iqaneiaa. high grida coaaa''e.il 
papar and collataralisad rapurchaaa agraaaonta, ara ca.riad 
at aaortliad eoat which approKiaatad narkat valua aa of 
Saptaatoar 90, If 19 and 1919. 

STUDENT tOAMSl 

Studant leana eenaiat of tha aatiaatod roaliiabla valua of 
raeovariaa in axcaaa of fadaral rainauranca on dafaultad 
atudant leana (aaa Mota 1, Change in Catiaata) . 
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SaNT XEROX T|.|cc:ier i:\r, 3-'6-aC i 2:48PM ; 



HIGHER EDUCATICN ^kSSISTANCE FCUNDXT20N 

NOTES TO pinxnc:al statements, Continued 



2. Aeee'.:p.f.lr.B PoLieif ' gantir.uadl : 
FIXED ASSETS AND SOrTWAREt 

FLx«d tss«ti and computer leftwart art eirriad «t cost 
aeeuaulatad dapraoiition and amortization and art bain? 
dapraeiatad and aaortizad on a atraight-lina basis ovar tnair 
asciattad uaaful livas of tnraa to tan yaari. 

BOOK OVnORAFTl 

Boolc ovardraft rapraaancs chaaks writtan in axoaas of tha 
book cash balanoa which had not cloarad tha bank at "Ptoa- 
bar 30, 19lf. KZAF had availabla a diierationary lina ot 
eradit to fund thasa diitauraaaonts (aaa Nota 7). 

:NC0MZ TAXES: 

HEAT is a tax-axanpt organization undar tha provisions of 
Zntamal Ravanua coda Sac\:ion soi(c) (4) and. aeeordinqXy. no 
provision for incoaa taxas has basn mada in thaaa financial 
atataaants . 



3. eh»na> in gati^if! 

rer tha yaar andad Japtambar 30* 1911, tha aatiaatad raaliza- 
bla valua of dafaultad atudant loans vas rsvissd as tha 
rasult of additional axparianea in tha cellaetitaility of 
dafaultad studant loans. This rasultad in ineraasina tha 
aatiaatad valua of raeevariaa in axeaas of fadaral 
rainsuranca by 91), 300, 000 in 1911. ot that aaount, 
$1,900,000 ralatad to dafauits occurring prior to 1911. 



4. R«<trle*^«rf Aaaaf . 

In aeoordanco with aqraanants with landara, dapeaits ara aada 
to a raatriotad guarantaa account daaignatad tha Ouarantaa 
Fund. oaposits to tha Quarantsa Fund aat ill funding 
raguiraaants daring tha yaars andad Saptaabar 30, 1919 and 



Aaounts en dapoait in or accruing to tha Ouarancaa Fund nay 
ba Withdrawn only for tha purpoaa of paying claiaa. Thaaa 
raatriotad aaaati amountad to $92,199,953 and 9i2,<7i,iaa at 
^ptaabar 30, 1989 and 19a«, raapaotivaly. 
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H16KW EDOCATION "TWICE rOUNOATIOH 
MOTES TO FXNANCXAl STMDOMT8, Conttnuod 



5. j^.j an pa fih «*g rwfaraftttan! 



Aceounti p»y»bl« and »ccru»d 

Claiu inenirrtd but net 

dua tor ptyaant 
Eitlaatad rainauranea 

raaevaciaa 

Raoovariaa dua Oapartaant 

of Education 
othar aeeeunta payabla 

and aoeruad axpanaaa 

Total 



$ 231,040,734 


$ 1(1,391,000 






(t, 370,000 


6,927,000 


f, Sit, 417 


6,910,713 











KVJ laaaaa off tea ipaea, aquipiiant ti*. »«52?S*'^.V iliiSld 
eparatina laaaaa. A portion of tna off lea •fiffa la laaaad 
fires a partnarahlp of vhieA ona i» <»« jS^V «#*i5?aSJ 

Olraetora. Thwa*^ laaaaa raqutra wnthly rantala ot UO, ioo 

and hava tarma of thirty yaara •»«*i«i«SL<i" «%l«lMhiB JSi 
HSAF aiao aaltaa monthly P^nta M thla pawaraW^^^ 
eartain othar offioa apaea. aU othar tA^ JJJ 

naxt thraa yaara. Laaaa Mi 888. 407 «nrt 

«, 647,714 for tl.r yaara anioa ifO and imb, 

raapaetlvaly. Tha alniaum «"tu" .^U** ««■■^*?•^Vl• 
noneanoallabla oparating laaaaa *a of Saptaahar 30, ifii *ra. 

itta <ai,ioo 

1993 311,400 
ltf4 807,900 
Tharaaftar 1fli3»'flPQ 

Total miniaua cenmltaan^ |i*.7Aa. loo 

7. Mqta« Pavablat 

A diaerationary Una of cradit waa •v*il*"!.in 1919 and 1919 
froa aavaral ooaBarelal landing^ Inatitutiona in th« 
ravolving proaiaaory notaa payabla on d^*"* "i^^ PV"^oti 
full dua no latar than oaeaabar 31, 1999 »n*^J-"V. 

raapaetlvaly. Tha notaa b"' .^ilV.lV.V iff Tflit 

aonthly, at prima rata which waa 10.51 at saptaabar 30, 1819. 
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KZGKCIt EDUCATION XSSXSTAKC£ rOUNOATZOH 
NOTSS 70 fXNAMCXXL 5TATEMZNTS, Cdntxnutd 



7. Mflf PiVBhl* feflHgimi.M<. 

Tha linaa of cradlt wart llBitad to luxiaua borrowings of 
$173,000,000 in 1119 and $120,000,000 in 1911. aorrovinat 
ABOuntad to $190,129,034 and 997,000,000 at Saptasbar 30, 
1919 and 1999, raipaetivaly . Claim raiaburaaaanta rae«lvabla 
frea tha U.S. Oapattaant of Education aarvaa aa collataral on 
tha proaiaaoty notaa. 

HZAF had daaand notaa dua to KZAF group naabara in tha laeunt 
of $39,900,000 at Saptaabar 30, 1999. Oailv intataat on tha 
notaa was payabla quarearly at .7St or 1.3SI ovar tha coupon 
aquivalant yiald of tha aoat racantly «\i6tiQntd thlrtQan«vaa)c 
Unittd Stataa Traaaury Billa. 

8. gh ariwa an d 4Qlfie1 

Tve dafinad contribution plana oovar aubatantially all 
aapieyaati. Contributiona to tha plana ara at tha option of 
tha aaplpyar. PUn axpanaa was $1,449,994 and 9913,910 for 
tha yaara ^ndad Saptaabar 30, 1999 and 1999, raspaotivaly. 

HXX7 la a party to a ocutual aupport agraaaant with carta in 
ethar aaabara of tha HSAF Qroup oc gmnlxattnnn. This 
aaraoitiit ipccvidaa rer tAa autual guarantaa of eartain 
ebligatiena of tha othar aaabara of tha KXAT group that hava 
antarad into tha agraaaant and aay ba tarainatad by tha XIAF 
Board of Dlraetora but only with raapant to eartain writtan 
ebligationa which did not axiae aa of tha data of 
tarainatlon. 

KZAT has (suarantaad atudant loana In tha approxiaata aaount 
of 9948,393,000 for corporations vhich iro aaabara of tha 
SIAf group of organirationa whioh rapraaanta apprexiaataly 7i 
of tha total leana guarantaad by KXAf . 

>j>y eartain aorvleaa froa aaabara of tha HZAT group 

incurrad ooata of <a, 099,000 in 1999 and 
91.500,000 in 1999. KZXf haa alae guarantaad indabtadnaaa 
and laaaa ebliga*.iona of kzat group aaabara in tha approxt.- 
aata aaount of 9919,000 aa of iaptambar 30, 1999. 

JlV^ notaa dua froa KIAF group aaabara, tha 
oreoaoda^f which wara uaad to ae^ira atudant loana. Daily 
intaraat waa payabla quartarly at .799 ovar tha coupon 
— JWivalant yiald of tha aoat raeantly auetionad thirtaan-waak 
unitad stataa Traaaury lilla. Zntaraat ineeaa frea auoh 
daund notaa waa 9199,030 and 91,493,934 for tha yaara andad 
!5f.^*^^*'..^°' And 1999, raapaotivaiy. Aa of 

saptaabar 30. 1999 and li99« thaaa aaounta had baan rapaid. 
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HlfiHlR EDUCATION ASSISIANCS roUHOATIOH 
NOTES TO riNXNCXAL STATEMENTS, Continuid 



9. ^*^»*.»A Pir tY 7^'«n«*fltinni 'cnntinutdi: 

Ctrtiln a«bt" oi mtnt9»«nt of HIAF *1" •« in •imilar 
etpaeitiaa for tha ifortatntiontd orginliitiona. 

Hfi» la Birtv to varloua actlort atliing m tht 

oJdrnarv fourti a? buVlntM. In tha opinion of Mnagaaant, 
Sha amount of ultlaai liato if •nv. "•'•5«.JJ 

tboaa actiona will not nava a macarial *££BCt an tha 
financial position of HEAT. 

11. ^|el«««lgte«€innai 

eartain raolaaslf ieationa h»va "saan mada to tna IMS 

financial atAtaaonta in ordar to «on"5» .^IJJ 

praaantatlon. Thoao raelaaaiflcattoni Jwva no 

pravleualy caportad fund balanea or axeaaa c£ ravanuaa ovar 

aKpanaast 

la. aub«*«i*»Tt gvwti 

on Oaeaabar 21. 19lf, HEAT "ntarad Into a ravolvin, 

cradit with studant Loan Markating *"oei»2ii" ^.^'mS' 

$400,000,000 which ttay ba utilixad through OacaaJsat 21, *9iO. 
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HEAP 



Hi^ntf Cduciiion AiMiinet Foun^aiion » -n^mc^' y *^^c>f ... ^ 

August 3. 1990 T-r, . 



Hs. Roberta 6. Dunn 
Deputy Assistant Secretary 

for Student Financial Assistance , , 

U.S. Department of Education 

7th and D Streets. S.W., Room 4624 

Washington, D.C. 20202 

Dear Dr. Dunn: 

The Infonnatlon which follows is in response to your memorandum of August 2, 
1990, requesting certain portfolio and financial information. The information 
provided is as of June 30, 1990. 

HEAP Informitlon 

1. Total Active Loans Guaranteed as of 6/30/90 S9. 603. 168 

Total Loans in Repayment Status as of 6/30/90 S7, 197,267 

Total Loans in In-School Status as of 6/30/90 $2,405,881 

In using the above iata, please note that the dollar values indicateo 
represent the original p rincipal of the loans in each category. As a 
guarantor, HEAF is lot In possession of repayment data which establishes 
the current balances of loans in repayment status. Such information i$ 
only available from lenders or servicers of the loans, 

Also /tOte that the loans described as being in an in-school status 
include those currently in the grace period. 

I. In Mpayvent Portfolio 

Original Balance of Gmrinteed Loam 



Year of 


Proprietary 


2*Year 


4.Vtar 






School 


School 


SC!109I 


Total 


FY '80 


7,924 


18,183 


150,798 


176,905 


FY'8l 


15,907 


36,960 


287.551 


340,418 


FY'82 


14,372 


32,382 


223,264 


270,018 


FY»83 


26,949 


42,438 


286,568 


355,955 


FY'84 


59,961 


51,372 


382.739 


494,072 


FY'85 


149.764 


61,987 


471,242 


683.013 


FY '86 


332,324 


68,665 


436,670 


837,659 


FY»87 


678,784 


72,016 


435,246 


1,186.046 


FY»88 


840,037 


70,284 


491,946 


1,402,267 


FY'89 


416,131 


36.371 


522.462 


974,964 


FY»90 


55,601 


4.412 


29S.237 


3SS,250 


TOTAL 


2,597,774 


495,070 


3.983,923 


7,076,767 
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Or. Robtrta B. Dunn 
Pigt 2 

August 3, 1990 



As Indicated earlier, the above amounts represent the original loan 
balances rather than the amounts currently outstanding. 

Also note that the data Is arrayed by the year the loans were guaranteed 
rather than the year of first payment made. While HEAF*s data base 
Includes a first payment due date for each loan, no existing report 
sunmarlzes the data bases on that basis, and none could be written and 
run within your time requirements. Existing reports do* however, 
segregate the above data by loans which have been In repayment status 
for less than 360 days and those that have been In repayment from more 
than 360 days and hence are considered "mature" loans. Please let me 
know If such a report would be useful. 



in. In^SchoQl Portfolio (All Loans Not In Repayments 

Original Loan ill met 



Year of 



fiUiCiQUl 

FY '80 


Ppoorlttirv 


2r.Ytir 


4-YMr 


111 


285 


4,405 


FV81 


233 


785 


9,936 


FY'82 


161 


491 


9,141 


FY'83 


296 


962 


15,251 


FY '84 


1,039 


1,663 


26,109 


FY '85 


2,769 


3,201 


50,525 


FY'86 


7,169 


6,086 


96,793 


FY'87 


19,412 


9,147 


211,034 


FY '88 


52,350 


23,768 


430,519 


FY '89 


150.743 


53,334 


584.163 


FY'90 


230,804 


45.516 


355,251 


TOTAL 


465,087 


145,238 


1.793,127 



Please note that the above data Is displayed by year of guarantee rather 
than anticipated year of repcyment start. Because of the drop-out rate 
for proprietary loans, serialisation of loans, and borrowers 
enrolling/transferring between schools, we find the "anticipated 
graduation date' listed on loan applications highly unreliable u a 
predictor of when repayment will actually begin. 

Again, our data base does contain the anticipated graduation date for 
each borrower/ loan. Since no operating reports utilize this data, 
however, we can provide it only outside the timelines required by your 
memo. 



Ill 



Or. Robtrta I. Ounn 
Pagi 3 

August 3, 1990 

IV. OaariMna Statistics 

Attachad p1«ast find a summary tabit of HEAF*s "Haturt Pap^r" default 
rati for each year of guarantee by the three school sectors. Enclosed 
please find a detailed explanation of how HEAF measures "Hature Paper" 
default rates and how that methodology compares to other methods. 

Absent more detailed guidance, we are net certain of how to calculate a 
"net default rate" to meet your requirements. A direct answer would be 
that HEAF has a twelve-year history of recovering 34. 6X of all defaults 
In the three to four years following paymti.t of claims. Thus you may 
want to simply discount the mature paper default rates by that factor. 

With regard to collection costs, we also require further guidance as to 
how those costs are to be defined. The information we need is how to 
attribute Indirect costs (space, computer services, etc.) and what-*lf 
any— overhead charges should be allocated t^ our collections effort. 
Again, a direct measure might be that our leverage collection agency 
commission rate plus legal costs approximate 23. 9X of recoveries. 

V. Financial Summary 

Enclosed please find a copy of our audited financial statements for the 
year-ended September 30, 1989. HEMF does not publish Interim financial 
data because of the 'seasonal" nature of major revenue and expense items 
In the guarantee operation. 

I trust the Information provided Is responsive to your needs, if you have any 
questions, please call Val Vikmanis at (612) 693-3847. 




Garry 0. Hays 
President 
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